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Chapter 1 


SOME PROBLEMS OF THE DIVISION OF FUNCTIONS AND 
REVENUE SOURCES IN A FEDERAL COUNTRY 


er rer er rte 


In recent years there has been considerable writing and a 
growing preoccupation by economists with the special problems of federal 
finance. And it has been suggested that federal-provincial financial 
relations are a special case of a larger family which includes provincial- 
municipal relations, tariff unions such as the E.E.C. and E.F.T.A. and 
also such half-way situations as pertain to the government of Northern 
Ireland, for example. The common characteristic distinguished is that 
the entities making up the political unit retain some measure of inde- 
pendence and sovereignty while, in each case, freedom of action concerning 
some economic functions is surrendered. Provincial-municipal relations 
may therefore not be thought to be properly classified under the general 
head of tproblems of federalism! since the municipalities are the crea- 
tures of the provinces and possess no sovereignty de jure. However, 
their long possession of independence, de facto, with respect to some 
functions makes it politically difficult to deprive them of these 
powers and the successful implementation of some provincial programs 
requires the exercise of initiative by the municipalities. Some problems 
of the division of functions and revenue sources are, therefore, common 
to all the entities mentioned. 

Since the distribution of functions and the es AREAS problems 
of co- -ordination are the distinguishing characteristics, it is clear that 
the analysis relates to the relations between units or government - tive 


to individuals. On reflection, therefore, it might appear that the 
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economist can hope to have very little to contribute to the resolution 

of these essentially political problems. ‘Positive economics! has 

always been confined to the analysis of the behaviour of the firm and 
industry and the individual and family - taking the actions of govern- 
ments as givens or constraints. Similarly, the basis of welfare economics 
is the individual or family and the starting point must be some given, 
basic value judgments, presumably arrived at politically. 

The analysis of the economics of federalism is normative. This 
is shown by the nature of the questions posed, such as: how can the 
policies of two levels of government be co-ordinated? It is possible 
for economic analysis to be brought to bear upon these problems by way 
of what is sometimes called ‘normative management!. That is, given 
the institutional conditions, it is possible to say: to attain such 
and such policy objectives, the best measures to adopt in such and 
such conditions are “oye so. But, in the end, what the economist 
finds himself recommending regarding the joint action of two levels 
of government are the same prescriptions as those given for the actions 
of a unitary country in as same circumstances. This normative manage- 
ment approach, therefore, can hardly lead to a ‘general theory! of 
federalism - just as it would be grandiose to talk of a general theory 
of customs unions since that theory is only an application of the 
theory of international trade to specified circumstances. 

The point to be made is that economics has little to offer 
concerning a theory of the relations between governments. Economic 
analysis can be brought to bear upon specific policy problems in the 


limited way mentioned: in given conditions, given measures are likely 
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to realise the specified goals. But the identification of the tech- 
niques which are most likely to achieve successful co-ordination is 
an exercise in judgment concerning which the economist writes as a 
layman, informed in only one of the relevant disciplines - a layman 
who wanders into the realm of public administration and political 
science. Accordingly, the intent of this monograph is limited to a 
general discussion of the 'standardt problems of government finance 
in a federal country and a discussion of some of the techniques which 
can be employed to co-ordinate the economic programs of the two levels 
of government. 

The appendix to this chapter summarizes the tax agreements 
and like developments in Canada. The chapter itself attempts a 
tstandard'! analytical exposition of the division of functions and 
sources of revenue; that is, it follows a fairly orthodox treatment. 

There are three what might be called ‘technical financial! 
aspects of federalism.. That is to say there are three technical 
fiscal problems which do not face a unitary country but have to be 
solved by a federal nation. And the resolution of these problems 
imposes strains and gives rise to divisive currents which are self- 
perpetuating. Conversely, of course, it can be argued that the absence 
of divided jurisdiction which recognises the diversity of the provinces 
would impose even greater strains upon unity. 

The technical fiscal problems are: 


(a) the division of expenditure functions between the two levels 
of government ; 


(b) the division of revenue sources commensurate with the division 
of expenditure functions; and it is clear that the division of 
revenues can either thwart or facilitate the realisation of the 
Givision of functions which may be taken to be agreed upon or 
acquiesced in at a particular time; and, 


(c) the recognition of the unequal fiscal capacities and fiscal 
needs of the various provinces. An agreed division of sources 
of revenue carries with it, inevitably, some implicit recognition 
of unequal fiscal capacity and need. 
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1. The Division of Expenditure Functions 


Obviously, the division of functions comprises the substance 
of co-operative, or any other variant, of federalism. A resolution 
of the other two technical fiscal problems is derivative from and 
must be accommodated to the agreed division of functions. 

To follow an ‘efficiency’ approach one asks the question: 
which level is better situated to perform the function? Actually this 
is a point of departure which is not very fruitful except in a negative 
way because it is most unlikely that the division of functions will be 
determined according to the level which is best situated and equipped 
to perform them. Even if this were the basis for the original division 
of functions, it is even more unlikely that the arrangements will be 
adjusted periodically in keeping with changing conditions. 

It can be argued that the federal government can perform most 
economic functions more efficiently than the provinces even given equal 
competence and financial resources because sheer size confers an 
advantage. On the other hand, the close acquaintance of a provincial 
department with the peculiar problems of the region and the probability 
that most provincial departments are large enough to approach optimum 
size, weigh in favour of the provincial departments being theoretically 
the equal in efficiency to the federal. The economies of scale in 
research, of course, extend far beyond the size of even the largest 
provincial departments but this deficiency can be overcome by a division 
of labor among them (though such a high degree of co-operation is not 
very likely). Accordingly, the strongest argument weighing in favour 


of the superiority of performance of a single federal department over 
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several provincial ones is that the necessity for the existence of 
machinery for arranging a division of labor and for the co-ordination 
of activities which may lead to conflict, is avoided. 

The rationale for the existence of certain federal departments 
in certain spheres of provincial jurisdiction may reflect this need for 
co-ordination. The justifications for a federal department of forestry, 
for example, presumably are: (a) that the provincial forestry policies 
need to be co-ordinated; (b) that some of the provincial forestry 
departments may neglect some tasks some of the time and the federal 
department can make up for these deficiencies; and (c) that a country 
must have a federal department or branch which can be the liaison office 
with other countries and with international organizations concerning 
forestry matters. Provincial forestry matters may need to be co- 
ordinated if the action or inaction of one province has a detrimental 
effect upon the welfare of residents in another province; or, if 
concerted action is needed to solve a common problem. An example of 
the former could be the failure to control an insect or disease infes- 
tation. A province might recognise that the control of the infestation 
was important and it might recognise the interests of adjoining provinces 
but still decide possibly with justification, that it could not afford 
a control program because other expenditures demanded greater priority. 
The federal government can solve such difficulties by footing the bill 
(which indirectly means that it is substituting its priorities for 
those of the province in question). Similarly, if concerted action 
by two or more provinces is required to solve a common problem, e.g. 


pollution of an inter-provincial river, the mutual interest ought to 
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give rise to co-ordinated action in the absence of federal initiative. 
But it does not always do so and a federal shared-cost program can 
improve performance (again, priorities among expenditures is involved). 

Analogous reasoning applies to other tengineering' functions 
of government: highways, power development, research and the like. 

But the matters of pressing current interest are not these 
functions but the overall economic policies of the nation and their co- 
ordination. it is with respect to these functions that there may be 
some misconceptions. The justification for an over-riding federal 
responsibility is not to be found in the superior federal efficiency. 
The justification is the continued unity of the country. Let us first 
consider monetary policy. 

Monetary policy is an engineering function. It consists of 
adjusting the cost and availability of loan funds appropriately to the 
circumstances of the period. This is precisely why, under ideal 
conditions, five monetary authorities would be more efficient than 
one. When aggregate demand in Ontario is tending to become excessive 
it is desirable that monetary restraints be imposed to reduce the 
ensuing inflation. But it has been observed that inflationary pres- 
sures have been present in Central Canada when aggregate demand was 
inadequate in the Atlantic Provinces and even British Columbia. 
Accordingly, ideally, interest rates should be allowed to rise in 
Central Canada while they were pushed down in the Atlantic Provinces 
and British Columbia. But when there is a single currency this is 
not possible because borrowers in all parts of the country are free 


to seek out the lowest cost funds. Even when there are different 
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currencies, the power to pursue autonomous monetary policies is 
circumscribed to greater or less degree depending upon the institutions 
and controls utilised. With different currencies, two or more monetary 
policies going in different directions at a given time may nor may not 

be feasible; with a single currency, they are not. Hence, the most 
efficient monetary management requires that there be a different currency 
for each region but a single currency is one of the few common symbols 

we have and to abandon it would be to weaken the sense of unity. 

Approximately analogous reasoning applies to fiscal policy ~ 
the running of deficits and surpluses and the management of the national 
debt. Measures appropriate to the conditions of the greater part of 
the country are unlikely to be precisely right for the conditions of 
each of the regions. The conflict of interests among the regions is 
sharper in matters of commercial policy such as the tariff. Because 
the interests of the regions are in conflict, it has been thought that 
the national interest required that the federal government be sovereign 
in this function. 

The second major domatticration which has been frequently urged 
as important, and in some instances decisive, for the division of 
functions between the federal and provincial levels of government, is 
the implementation of democratic government. Since the governments 
closest to the people are thought to be the most responsive to their 
desires, it is advocated that all functions which can be performed by 
the provinces almost as efficiently as the federal government, should 
be performed by the former. To get the best of both worlds, it has 


also been advocated that the federal government retain the power to 
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intervene by using conditional grants or shared-cost programs, to 
repair the neglect of some functions by some provinces and counter 
provincial procrastination in the implementation of the public's 
wishes for the adoption of new public expenditure programs, particu- 
larly in the field of welfare. 

This is a matter which cannot be resolved; one can form only 
subjective judgments. It can be argued that federal governments 
sometimes show themselves to be more responsive to and more aware of 
the publicts wishes than are the majority of provincial or state 
governments. It can also be argued that, if this is the decisive 
consideration, certain provincial functions ought to be performed 
by municipal governments of a viable size rather than by the provinces. 

A third consideration which is of great importance for the 
allocation of functions between the federal and provincial governments, 
is sometimes overlocked. This is that a country may lose its sense of 
unity and identity if all or most of the functions of greatest concern 
to the public are performed by regional governments. If it is to the 
provinces that the public must look for action which enables them to 
achieve their aspirations and for the ushering in of the good society 
to which we are presumably committed, one might well wonder how a 
national identity can be achieved and, if achieved, maintained. Wars 
create national identities because they are national endeavours. 

The fourth aspect of the division of functions between the 
two sovereign levels of government concerns the differences in aspi- 
rations and cultural environment of the provinces. This is the 
tstandard! explanation of Canadian federalism, sanctified by the 


Rowell-Sirois Report. Since there is diversity among unity, some 
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functions, notably education, it is said, must be accorded to the 
provinces. Such diversity was easy to discern in earlier decades. 

The role of the church in welfare and education in Quebec differed 
significantly from that in other provinces, for example, and so did 

the philosophy concerning these matters. In the present decade, 
however, identification of the diversity is more difficult. If one 

runs down the list of government functions, one is hard put to find 

any - with the possible exception of international relations - concerning 
which the wishes, aspirations and preferences of the public in different 
provinces diverge greatly in respect to public expenditure programs. 

It appears that the majority of the residents of all provinces now want 
the same kind and quality of primary and secondary education, for ex- 
ample, and all endorse the principle of a substantial equality in 
educational opportunity. And it may be that the majority in every 
province except Newfoundland want education to be secular and not 
sectarian. The quiet revolution in Quebec appears to have ended the 
sharp cleavage in the concepts of the proper role of the state formerly 
attributable to different cultural environments. 

This leaves us with the different cultural suvinoaments” 
themselves. Do they imply federalism? At first blush one is inclined 
to think so. On reflection, however, one wonders why federalism is 
required to ensure, for example, that primary and secondary education 
be conducted in two languages. 

The final consideration which is relevant to the division of 
functions between the federal and provincial governments may often be 
decisive. This is that there exists more than one national identity. 


A sense of separate identity and the existence of conflicting interests 
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may be incompatible with a unitary government. The conflicts of 
interest do not necessarily relate primarily to the major economic 
policies of the nation such as those undertaken to maintain a high 

and stable level of income and employment and a satisfactory rate 

of economic growth without inflation. An example of such a cultural 
conflict, in the case of Canada, is whether French or English is to be 
the language of commerce and industry in Quebec and whether a fluent 
command of English and membership in an English cultural community 
during working hours is to be a necessary condition for a successful 
career in business or the federal government. 

Moreover, where there exist more than one national identity, 
the government of the province or region is likely to want to administer 
more functions than is the case when all regions are homogeneous. A 
single, federal government program for regional economic development 
may be quite suitable for Australia, for example, while it is equally 
appropriate that these matters be administered by a Scottish Office 
with the co-operation and financial assistance of the Government of 
the United Kingdom. In the instance of the resurgence of a sense of 
separate identity in Quebec, the provincial administration of a 


maximum number of functions may become an end in itself. 
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2. Problems of Revenues Commensurate with 


Expenditure Functions 


The conflicts inherent in the financial arrangements of a 
federal country stem from the division of functions and relate to 
expenditure priorities. At root, the conflicts of interest concern 
the facilitation or obstruction of the desired division of functions, 
particularly the ability of the provinces to implement their expenditure 
programs, and therefore concern the priorities to be accorded to different 
expenditure programs. | 

It is said, for example, that in the decade 1949 to 1958 the 
provinces were hampered in their pursuit of their expenditure objec- 
tives by the largeness of the share of total revenues which the federal 
government had appropriated. More highways might have been built, more 
expenditures made to Hasten economic development, more funds spent on 
education and more progress made by some provinces to achieve their 
desired tintegrated, comprehensive welfare programs! ~ if federal taxes 
had been lower so that it would have been possible for the provinces to 
raise more revenue without having to raise the combined federal-provincial 
tax rates. The extent to which the provinces would have spent more money 
in these circumstances is, of course, not known. But that the federal 
government can confine provincial expenditures to a smaller magnitude 
by pre-empting tax fields is beyond challenge. There is much talk of 
nebulous economic and political ceilings to the weight of taxation. 

In the view of most economists, the economic ceiling is very high - 
much higher than indicated by the alleged 25 per cent of national 


income "plimsole line" which was so widely discussed some years ago. 
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Therefore, political considerations and the varius forms of taxpayer 
resistance to higher taxation set the upper limit. Provincial premiers 
have apparently considered that they bumped against this upper limit 
from time to time. It has also been contended that, of the two levels 
of government, the federal is the more disposed to push up the level of 
total taxation although at least a mild national crisis of some sort is 
required to make it politically feasible to impose a large, abrupt 
increase in total taxes. 

On this interpretation, the conflicts over sharing tax fields 
are really conflicts over expenditure priorities. And so long as the 
federal government retains revenue sources such that its revenues 
increase over the years more rapidly than its expenditures on established 
programs, it will periodically be in a position either to lower tax rates 
or to introduce new expenditure programs. This was the position which 
the federal government enjoyed from 1946 to 1957; the balance of payments 
crisis of 1947 and the Korean war period were exceptions of short duration. 
In contrast, the provinces and municipalities were in relatively tight 
financial positions in the sense that the expenditure ambitions of most 
outran the increase the yields of the existing sets of tax rates. To 
spend more, they had to raise tax rates, notably of the retail sales taxes, 
and to incur quite large debts. 

It is obvious, then, that whenever it is possible to attain a 
meeting of minds, agreement should first be reached about the division of 


functions. Then the division of revenue sources can be made to suit. 
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Many inequities and technical problems of administration can 
arise in the absence of agreement among the provinces and between the 
provinces and the federal government concerning uniform formulae for 
calculating the amount of corporation profits and personal income 
deemed to originate in the various provinces, the situs of property 
taxed by the succession duties, and the like. But these problems have 
been resolved; agreement has been achieved. Indeed, it is one of the 
substantial achievements of the tax rental and tax collection agreements 
that the conflict and overlapping of tax legislation which marks much 
of the United States tax structure is almost completely absent in 
Canada. 

Since the rates of énereaseyin the yields of various forms of 
taxation and the rates of increase of expenditures of various programs 
are unequal and the relative size of federal and provincial-municipal 
expenditure responsibilities are subject to change, any division of 
revenue sources between the two levels of government which is technically 
efficient and compatible with the division of expenditure responsibilities 
in one period will remain so only by coincidence for a subsequent period. 
There are therefore two areas in which any federation should be co-operative: 
the periodic readjustments of expenditure responsibilities and the periodic 
adjustments of revenue sources. Rather than being a complete misfortune, 
therefore, the joint use of a single form of taxation - the income taxes 
in the Canadian case =< may be viewed as an arrangement which lends flexi- 
bility to the fiscal system. As provincial-municipal expenditure respon- 
sibilities rise in relation to those of the federal government, it is 


appropriate that the former's share of the income taxes increase 
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commensurately, and vice versa. Such easy flexibility is understandably 
viewed with some alarm by the federal government on occasion, it being 
expected that the provincial share of the field, once enlarged, may 

never again be contracted in the absence of an acute national emergency. 
While such a fear or expectation is doubtless well grounded, surely the 
risk must be run. Fiscal arrangements cannot be adjusted to meet current 
conditions and problems if they must forever be held in a state of pre- 
paredness for a national emergency which might occur - such as a severe 
depression. Realism dictates an act of faith. This is that, whenever 

a national crisis does emerge agreement can be reached to suspend normal 
arrangements in order that the federal government may take command of 
total operations to meet the emergency. The 1947 tax agreements were 
framed on the expectation that a severe postwar recession would set in. 
The arsenal of weapons to combat it, as conceived in the proposals of 

the federal government to the Conference on Reconstruction, were to be 
kept at the ready. But it was quickly evident that this was not feasible. 
It proved impractical, for example, to maintain a shelf of public works 
which could be quickly started when the signal was received. Fiscal 
arrangements simply cannot be kept simultaneously in a state of emergency 
readiness and adjusted to normal conditions. 

There is another ground for the reluctance of the federal gov- 
ernment to reduce its claims upon the income taxes. This is that is 
realises that its strong revenue position is its greatest bargaining 
point whenever it wishes to take the initiative in developing new, 
national expenditure programs. And it has been asserted that this is 
an important, indeed crucial, condition for the maintenance of the 


national identity. 
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Elsewhere we shall discuss in general terms the problems of 
co-ordinating fiscal policy in a co-operative federalism. in the 
present context, however, it is convenient to point out that the federal 
government decision to give up its near-monopoly of the personal income 
tax was unfortunate for the efficiency of fiscal policy. The retreat 
has taken two forms: the 'tprovincial share! of the personal income 
tax has been enlarged to 24 per cent of the yield of the standard rates 
effective in 1966; and, the revenue accorded to Quebec in compensation 
for foregoing conditional grants in the programs from which she has 
Topted-out! has taken the form of a percentage of the yield of the 
personal income tax on income originating in Quebec. It would have 
been preferable that the provincial share of the income taxes and the 
guid pro guo under opting-out should have been increased portions of 
the corporation income tax. The reason for this preference is that 
varying the weight of the corporate tax is not a useful tool of counter- 
cyclical fiscal policy. Corporation investment spending is not respon- 
sive to changes in the tax. The result is that the only tax which is 
effective and free of serious defects as a counter-cyclical instrument, 
is the personal income tax. If Canada is to have a fiscal policy capable 
of quick adjustment to changes in economic conditions of short duration, 
therefore, the federal government must be in command of the persenal 


income tax. 
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3. Unequal Fiscal Capacities and Needs 


What constitutes a nation? In answer, some would point to 
political, legal and constitutional forms; a political unit is a nation 
if there is a government which is sovereign in certain vital fields 
such as foreign affairs. Some might say that a country is one nation 
if there is a sufficient sense of unity; if most residents give their 
primary allegiance to the government and no substantial, cohesive minor- 
ity withholds that allegiance. Some would say that a nation constitutes 
a single community. 

It is to the last mentioned conception to which one must appeal 
when he pleads the case for a great redistribution of revenues conducted 
by the federal government which draws funds from the high-income provinces 
and distributes them to the low-income provinces. It has been urged that 
the residents of the various provinces are entitled to the same level of 
government services, at the cost of a common severity of tax effort, 
because services are provided at a uniform level throughout a country 
with a unitary government. This is what the residents of the poorly- 
endowed regions receive in return for giving up control over their 
economic destiny. These regions are often disadvantaged by the central 
government's tariff and monetary policies and are entitled to a quid 
pro guo, it is argued. We think that a stronger argument in equity - 
which does not deal in quid pro quos - is that all members of a family 
expect to be treated alike and the community is analogous to a family. 

If this line of reasoning is accepted, one aspect of the 
evolution of the unity of the Canadian nation can be traced out in 


terms of the development of the equalising grants which were initially 
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part of the package deal wrapped up in the tax agreement contracts. 

When the 1947 tax agreements were signed, it was not clear that there 
was complete acceptance throughout the country that it lay within the 
constitutional competence of the federal government to levy general 
taxes to secure revenues to redistribute among the provinces to equalise 
somewhat the uneven fiscal capacities. It must be set down as one of 
the major accomplishments of the tax agreements that this function of 
the federal government came to be accepted. It only remains for the 
principle of ‘fiscal equity' to be fully developed. 

It would be going too far to say that there is now complete 
acceptance of the fiscal equity principle or that its implications are 
fully understood. The principle states that the residents of each of 
the provinces are entitled to a ‘standard level't of government services 
attainable at the cost of a ‘standard tax effort'. The principle was 
first enunciated by a public authority in Canada by the (Rowell-Sirois) 
Royal Commission on Federal-Provincial Relations. They coupled it with 
what might be called a ‘provincial fiscal autonomy! principle. This 
is the declaration that the government of each province should be free 
to determine and provide whatever level of services its residents desire 
and are willing to finance. The provinces were to be put in a position 
where, if the residents so wished, the standard level of services could 
be provided at the standard tax cost. But if the residents wanted a 
lower level of services, taxes could be commensurately lower. Conversely, 
if the residents of a province wanted services higher than the standard 
level, taxes should appropriately be commensurately higher. (Strictly 


speaking, the tfiscal equity' principle is not precisely met unless 
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Similarly situated persons in each province enjoy the same 'fiscal 
residuum! i.e. excess of government services over tax contributions). 

The fiscal autonomy strand of the Rowell-Sirois thinking 
was not followed. If it had been, there would have been little or no 
resort by the federal government to conditional, matching grants. It 
may be that the federal and several provincial governments were more 
perceptive of the public sense of and desire for unity than were the 
members of the Rowell-Sirois Commission. Alternatively, it might be 
said that the unifying experience of the second world war transformed 
public sentiments away from a feeling of diversity to a sentiment of 
unity. It might be claimed that the most important defence of the 
federal ‘encroachment! upon provincial functions in the form of health 
and welfare conditional grant programs and the grants to universities 
stems from the assertion that the sense of unity is heightened by the 
initiative of the federal government in leading the way and guiding 
the course followed in the ushering in of the welfare state which 
should obtain in all parts of the country and not in just some provinces. 
What other interpretation can be put upon the emphatic assertion by the 
Premier of Ontario in 1951 that social hospital insurance should be a 
national and not a provincial program? 

There are two basic problems of measurement which must be 
resolved in the implementation of the fiscal equity principle. One is 
involved in the calculation of the standard level of services or 
‘fiscal need'?. The other concerns the less difficult problem of agreeing 
upon a measure of uniform tax effort - this is the 'fiscal capacity’ 
aspect. There has been little explicit examination of or concern with 


the problems inherent in measuring fiscal need although the potential 
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problems to be resolved are realised and although it may be said that 
the special grants to the Atlantic Provinces are in recognition of 
greater fiscal need as well as low fiscal capacity. 

There has also been a shrinking back from the full elucidation 
of the implications of the fiscal capacity side of the fiscal equity 
principle. Presumably everyone who has thought about the matter realises 
that the direct taxes - personal and corporation income taxes and the 
succession duties - constitute only half or less of the revenue sources 
of the provincial governments and considerably less again of the combined 
provincial and municipal revenues. To equalise fiscal capacities, defi- 
ciency grants would need to be calculated as the difference between: 
the yield in the province with the greatest fiscal capacity, of the 
agreed standard set of tax rates plus non-tax revenue especially from 
natural resources; and, the yield of these sources in the province in 
question. That this is so was recognised to a minor extent when half 
the average gross revenue from natural resources (during the prior three 
years) was included in the calculation of the equalisation grants. 

Rather than an increasing inclination to make a comprehensive 
calculation of fiscal capacity, attention has centred upon the degree 
of equalisation in the income tax fields alone. We have shuttled back 
and forth between the national average yield and the yield in the two 
provinces with the highest per capita yield - and it happens that these 
two provinces constitute almost half the economy of the country. 

An average is a calculation which is much used. But we cannot 
fail to mention, in passing, that it has no significance as a standard. 
Whatever the national average yields per capita of a standard set of 


tax rates might be as a percentage of the per capita yield of these 


Jott bhee ed ysm tt davortie Dns bowser ons bi 
to aottingooer of ete esonavort aisaeloa edt o 
yiiosqes Iscatt wel sa Liew es, 


ed? bos eexad emoont noidasoqics bas fenonueq - sexed Joe a4 
senor sumevet eft 2o reel to Bad vino edudivends - estdub ¢ 
entdmos eld to atsas agel widsrebieneo baa ecHomnTe veg fetonds 
-lteh ,eettioaqss fsoeit setinuos oT «~setimevet seiisaiialiag La. , 
igmsewded soretetifbh edd es begeivoleo od og bean bivow nonety Yee 
odt Yo ,yttosqso [scsit teedeety edd dtiw sontveng eds af bioty eda 
mot? yiisiseqse sunsvert xet-nomeniq 20755 xsF to see brsbaste beetgs 
ah eontvenq eft oi sentties eteds to bloly els . bre jeoomoset Isadea _ 
tind setiw toocxe Tonin & ov beaiagodséx esw os el eld, teat sotseaup 


u4% sofng eft gaitub) seoxmsose t [auitem mot? ouneven eeoty, egsieve oft 


.béneta actisaifeups edd to aoldaivotao odd af beovlont aaw (axsey 
syfesederaqmoo ¢ adem o¢ soktsationl galese’ tome te ned? teddgei - | 
seiz0ob ais noqu bet¢avo esd acténetts ,ettosgeo Levett to sonenssali 
josd bslidude svad sW .eaola ebfell xed emognt edd ut noktsatiaupe 20 

ows ott at bietv ede bus bieby emetevs [sHotisi odt neowsed domes brs | 


¥ 


sesds teas aneqgsd st Doe - biely stinss t08q, testigid ont, Att eoonkveng 


& 


wwinwes edd to ysenoge eft tis teams eduticenos aeontvotd ows 


Somaso ow twil .beey doum st dotdw soldetoalss 9 et syatevs tA 
Bxebunetea 6 es sorsoktiaute on esd sf fect ,gaieesq oi ,notsaem oF 
to gee buebnete 6 to sticoss wa shisiy sgexeve [anotten edd ae 


eseddt to biety stidso seq od’ ‘lo epstonsatedq « es 8d tiyia 


20. 


rates in the province with the highest yield - 60, 70 or 80 per cent - 

is surely quite a haphazard matter determined by a multitude of factors. 
If that percentage happened to be, say, 70 per cent, when one said: 
"let's choose the national average as the level to which we raise the 
provinces with the lowest fiscal capacity", he would actually be choosing 
70 per cent. We think it a virtue to know what percentage is being 
chosen. How else can one decide the question: to how much below the 
level of the highest are we raising the low fiscal capacity provinces? 
This is the same as answering the question: to what extent are we 
approximating a uniform level of fiscal capacity? 

It can be argued that the preservation of national unity 
requires a progressive movement toward a uniform capacity to provide 
services at the cost of a standard weight of taxation. The really 
difficult problems lie in the identification of the services which 
should be included in the standard set of government services - i.e. 
the defining of fiscal need. Presumably these services would include 
all those which are not to be paid for on the basis of the ‘benefit! 
or 'commercial' principles; that is, all services the costs of which 
are not made a charge upon the users on the basis of a pro rata allo- 
cation of cost according to the amount of the service consumed or some 


reasonable approximation of it. 


-atotos? to sbudtitium a yd 


afi? seiss sw dotdw ot Level ond es oastave 
nateoods sd yffeusos biwow ort’ edtoogne: Sagedt 


anid wolsd dopm word of :foltdesup ont enue 
‘asontvotg Yttosqes fscett wot odd yatetet pa 


81042 


- 7 

— : : oa ©) 

as ee “ean 
peal 


- ‘ ; 
iad fh ry 


Frey) see 98 30 OV OD Bsn 


—e 
ae 


' ae 
sbiee ono nod ,000 we OF jyse ied 9h Me 


grted ei saet¢neotsq Sadw worst ot anorte'a tt 


SW Sts Jasixe statiw oF <eoldeeup ens aritewene a 
 Sygfseqin Inert? te Tevet ntekeay @ 

yoiew fanoites to aclvaviedeng ont tate beugys od apo n Loe 
ebiverg oft yttseqso mrotiny « btswos dnemevom ovbaes garg 3 af 
vifsex ofl .aoidsxes to degtow Sbusbaate & tO. 2e05 ote 0 ties. 
fotdw esotyise edt to notteolttineb? edt at ett ame (Fong SfaoeVEb 


.°.k = so0ivise sremseven to tae” ‘btabnets od¢ at bebulonk od bivone 


Me 


sbhulont bloow senivuee seed yidemyset® . been fepel? to snintteb sie 


‘tiienedt edd to etesd eit go 162 Bksq od of tou Sas dotidw esode ifs 
footie to eteoo ott seotvises [fe Gf tadd ,;eslqtoriag *fstoremmoo" 0 
-ofis s3e% org s to stged eri? no exees odd nod entsio « S6bam son ots 
2 to Demenoo ecivise edt 16 sineme ont of gutbrosos Jee0 Fo aotdso 

.32 to nottemtxoteqa oidanceeet 


21. 


Appendix to Chapter I 


The Tax Rental and Tax Collection Agreements 
1867 - 1941 


It is possible to view the history of the division of 
tax revenue sources between the federal government and the provinces 
as almost a century of struggle by the provinces to obtain revenues 
commensurate with their expenditure responsibilities. The period 
which marks the major exception to this sweeping generalisation is 
the decade of the 1920s. 

The four provinces which entered Confederation in 1867 were 
given tax sources which in total produced less than half, one-fifth 
their revenues in 1866. Since fees, income from natural resources 
and other non-tax revenue were not sufficient to balance provincial 
budgets and since there was little expectation that the provincial 
power of direct taxation soulil be much used, the Dominion government 
reluctantly agreed to pay the provinces small, fixed, annual subsidies 
calculated to make it just possible for them to meet their commitments. 
The subsidies were stated to be in full and final settlement of all 
claims of the provinces on the Dominion. Uniformity was desired but 
New Brunswick had to be paid an extra, ten-year special grant, on 
the ground of special need. 

These payments at once proved inadequate and revisions were 
made in 1869 and on each admittance of a new province. Despite 
these concessions by the federal government, the provinces were thrown 
on their own resources to find additional revenues. British Columbia 


levied income and land taxes in 1876, Prince Edward Island a land 
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tax from 1877 to 1882 and Quebec imposed taxes on corporations 
(per paid-up capital, place of business, etc.) in the 1880s. 
Ontario pioneered with succession duties in 1892 and was copied by 
all other provinces. In 1894 Prince Edward Island restored its 
land tax and imposed a personal income tax. But all these direct 
taxes produced only about 10 per cent of provincial revenues in 
1896 compared to the 38 per cent represented by the statutory 
subsidies. For Manitoba, which had no revenue from natural resources, 
and for the Maritimes the statutory subsidies remained the principal 
source of provincial funds. 
Finances were somewhat eased when the great depression 
ended in the mid-1890s. Federal tariff revenues rose rapidly 
and, following the 1906 federal-provincial conference, an amendment 
to the B.N.A. Act increased the statutory subsidies by about one- 
third. This revision, however, increased the subsidies as a 
percentage of total provincial revenues only temporarily. This 
percentage was 23 in 1905, 29 in 1906 and 22 per cent in 1911. 
During the first world war the Dominion government first 
imposed personal and corporation income taxes - in 1917. Other 
changes during and immediately following the war included new 
excise taxes and a general sales tax. Thereafter, during most 
of the post-war period, the federal government was preoccupied 
with its burdens -- the war debt, war pensions and the deficit of 
the Canadian National Railways -=- and followed a conservative financial 
policy. It undertook few new heavy expenditure obligations, its 
half-share of the cost of old age pensions (1927) being a major 
exception. Federal corporation and personal income tax rates were 


treatly reduced and the sales tax cut from 6 to 1 per cent. 
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In the same decade the great new tasks of government 
-- highways, electrical power lines and welfare services -- fell to 
the provinces. Significantly, in sharp contrast to the great increase 
in capital outlays and debt, current expenditures of the provinces 
remained about the same per capita as in 1914. But their composition 
changed: more being spent on education, mothers allowances, child 
welfare, mental hospitals and direct relief for the unemployed; and, 
less for the traditional functions of justice, legislation, public 
domain, agriculture and transportation. To keep pace with their 
increased debt servicing costs, the provinces drew larger revenues 
from the sale of liquor through provincial government outlets, 
automobile licenses and gasoline taxes. 

Rapid urbanization led to a large increase in municipal 
capital expenditures and debt. 

Once again, the provinces were unequally affected by the 
economic expansion and a royal commission was appointed in 1926 to 
study the grievances of the Maritimes. When the commission's 
recommendation of an approximate doubling of these provinces’ statutory 
subsidies was supported by the other provinces at a federal-provincial 
conference in the following year, the federal government acceded. The 
four western provinces then requested that their subsidies be raised 
on the ground that their financial resources were not adequate for 
their responsibilities. But the federal government turned a deaf ear 
to these and other requests, notably that it take over certain of 
the new services and withdraw from the income taxes. In 1930, however, 
the federal government bowed to the demand of the Prairie Provinces 
for the transfer of ownership of their Crown-owned natural resources 


to them and for compensation for their past use. 
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At the close of the twenties, the provinces and 
municipalities were spending in total almost half as much again as 
the federal government and the statutory subsidies amounted to between 
8 and 9 per cent of total provincial revenues. 

When the severe depression of the 1930s fell upon them, all 
governments engaged in a scramble for new taxes in a vain effort to 
balance budgets. The failure of these endeavours in the less wealthy 
provinces and the uneven incidence of the depression forced the 
federal government to make large inter-government transfers. The 
number of provinces levying personal income taxes increased from 
three to seven and all provinces taxed corporation profits. At the 
same time the federal tax rates were approximately doubled, its sales 
tax increased from one to 8 per cent and many new excise taxes imposed. 
Provincial gasoline taxes were raised by half, on average; retail 
sales taxes were introduced in Saskatchewan and Quebec and Montreal 
and Quebec City. Succession duty rates were raised and exemptions 
lowered. in addition, some taxpayers suffered double taxation owing 
to overlapping administration. 

Direct federal assistance was extended to all provinces to 
help finance the costs of relief to the unemployed and the federal 
government was further obliged to extend aid to farmers and to urban 
unemployed, in the form of grants-in-aid. In the aggregate, a third 
of provincial revenues came from the federal government, largely in 
relief assistance; in some provinces the proportion was nearly twice 
that amount. Along with the relief grants, special assistance had to 
be given to the most hard-pressed provincial governments to prevent 
defaults in debts and to make possible the continuation of essential 


services. The breakdown of the finances of the Prairie Provinces made 
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them near-wards of the federal government. No wonder, therefore, 

that the federal government appointed the Royal Commission on 
Dominion-Provincial Relations -- the famous Rowell-Sirois Commission -- 
in 1937. 

Many of the commission's recommendations have been partly 
implemented and the report still casts its shadow over all federal- 
provincial deliberations. The main recommendations were: 

a) that the responsibility for relief to unemployed 
employable persons be transferred to the federal 
government ; 

b) that responsibility for most social welfare services 
be left, at least temporarily with the provinces, 
except contributory old age insurance if this should be 
adopted; the Commission opposed joint jurisdiction and 
criticized the shared-cost, conditional grant mechanism; 

c) that the income taxes and succession duties be used 
solely by the federal government; the objectives were 
to end undesirable forms of corporation taxation, improve 
efficiency in collection, reduce costs of compliance 
and end double taxation of the same income; 

d) that unconditional grants be paid by the federal 
government to equalize the fiscal capacities of the 
provinces, the grant to a province was to be equal to the 
excess of the expenditure necessary to srovide the average 
Canadian standard of government services over the revenue 
which would be derived from taxation of average severity; 

e) that the federal government should pay an emergency grant 


for a year at a time to any province in special temporary 
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difficulties; and, 
f) that the federal government assume outstanding provincial 
debt. 
On the Commission's calculations, Saskatchewan would receive a 
special emergency grant and all provinces but Ontario, Alberta and 
British Columbia would receive the equalizing grants. 
It was November of 1940 when the Prime Minister summoned 
the provincial governments to attend a conference "to secure, if 
possible, the adoption of the Commission’s recommendations." The 


conference met in January of 1941 and broke down on the second day. 


It served, nevertheless, to set the stage of the temporary co-ordination 


of government finances during the war period. 


The Wartime Tax Agreements 


There was really no alternative to provincial agreement to 
the proposals made in the Wartime Tax Agreement Act to clear the 
decks for federal direction of the nation's finances. All provinces 
and municipalities withdrew from the personal and corporation income 
taxes. The payments offered in compensation were tailored to win 
acceptance. There were two options: 

a) net interest paid on provincial debt less inheritance 
taxes collected by the province in its fiscal year ending 

nearest to 31 December, 1940; 

b) provincial plus municipal revenues from the renounced 
taxes, in the fiscal year ending nearest to 31 December, 

1940. 

The federal government also guaranteed the existing level of 


provincial revenue from gasoline and liquor (the latter guarantee 
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was costless to the federal government). In addition, after the 
usual horse-trading was completed, Saskatchewan, Manitoba and the 
Maritime Provinces retained a substantial part of their special 


Subsidies by way of ‘fiscal need? and ‘loss of revenue! grants. 


The Conference on Reconstruction, 1945 


In 1945 the federal government enacted a series of acts 
designed to further social welfare in Canada and to enable it to 
discharge the responsibility for the maintenance of a high and stable 
level of income which it had accepted in the White Paper on 
Employment and Income in April of that year. The legislation provided 
for price supports for farm products and fisheries, made provision 
for the transition to a peacetime economy in many fields, and 
inaugurated family allowances. Meetings of health experts from both 
levels of government had also been held to work out a detailed scheme 
for provincial hospital insurance, which was to be substantially 
assisted by the federal government. 

The federal package of proposals presented to the 
provinces at the conference may be said to represent, in several 
respects, the carrying forward and further development of the 
Rowell-Sirois proposals; in another light, the package appeared to be 
designed to enable the federal government to continue its wartime 
assumed role of running the country more or less as though Canada 
had a unitary government. The main proposals were: 
te Division of Tax Fields: the federal government alone to 
use taxes on personal income, inheritances and corporations. The 
rental payment was to be a flat per capita sum payable to each 


province. (It might be remarked that this type of rental would 
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result in the full equalization of fiscal capacity of the provinces 
with respect to these three taxes. ) 
ae Universal Old Age Pensions: the federal government would 
assume complete responsibility for pensions to persons 70 and older 
without means test; and, would repay the provinces for half the cost 
of pensions to persons aged 65 to 69 with a means test. 
3. Health Insurance Grants: the federal government would 
make grants to the provinces in aid of public health and of hospital 
construction, assist the provinces to set up health insurance 
programmes and repay them for 60 per cent of their operating costs. 
4. Federal Responsibility for Full Employment: the federal 
government would extend unemployment insurance to all amployees 
in Canada; extend assistance benefits, as a stanby measure, 
equal to 85 percent of the insurance benefits, to unemployed 
employable persons not yet or no longer eligible for insurance 
benefits; and extend assistance to encourage the anti-cyclical 
timing of public investment. 
Ds As compensation for the provincial loss of the use of 
the income taxes, the federal government would pay $12 per head of 
the 1941 population as a minimum; actual annual payments were to be 
calculated by increasing the minima in proportion to the increase in 
Canada's per capita G.N.P. since 1941. These payments were to 
supplant all existing statutory and special subsidies and unconditiona. 
grants. 

The conference sat in full session from August 6 to 10, 
1945 (with the war's end only five days away) and then set up a 
co-ordinating committee which met in November, January and April. The 


conference met again in full session from April 29 to May 3, 1946 and 
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then. adjourned sine die. During this period the provinces put 
questions to the federal government, made proposal and submitted 
briefs although’ the only province to submit a full set of counter- 
proposals was Ontario, which submitted two. No agreement was reached 
although the federal government pressed for the completion of new 
agreements in time to replace the Wartime Agreements without a break. 

Accordingly, a new offer was made in the 1946 budget, 
objective being to secure tax agreements with as many provinces as 
were willing to negotiate. In theory if not in fact, the terws 
avoided financial pressure upon any province which elected to resume 
its own taxation in the three fields of personal and corporation 
income taxes and the succession duties. Negotiations followed and 
seven provinces, excinding Ontario and Quebec, agreed to rent the 
three tax fields. (It is salutary to keep reminding oneself that 
the two largest provinces comprise almost two-thirds of the economy). 

The mechanics of the agreements were: 

a) No province imposed a tax om personal income. If a om 

had chosen to do so, it would have had to administer — 

collect the tax itself (a strong deterent to province! 

initiative at that time but the taxpayer would have beon 

granted a tax credit against the federal income tea» 

of up to 5 per cent of his federai tax liability. in 

1950 Ontario enacted a tax equal te 5 per cent of the 

federal tax but did not proclaim it; for a time it sougn®, 

without success, to have the federal government coliess 

the tax. 

b) The provincial share of the corporation profits tax wa>« 


set at 5 per cent of taxable profits. All provinces wi: 


bes tadse bas Sanegoty eben 
“Tevicroo do cee ligt s Jiodsa © vain wae 
eos. sow Jaemeetgs ov OMT bedtimdse dose ¢¢ 
wea 20 mofvefomos ore ted besesty JnomusreTOR, RS 
Jovi. « tHoisiw etaemeetgé emitteW odd vosLget oF omts zo 
togbud O20L ese mb ebem asw istio wen es yylgntbroook 
» sivakvorg Yur ea thw sdweneetgs 28d etyoea ot gnted 91 | 
‘nfs carted off . cecil wi Jom tL yioeds al . sdattoger oF suite exow ; 
uuren' od bedoele dohdw eomkvoug ya moqu onwaeesq [stonsnt? bebtove 
si2ereqion bas Lenouveq to eblett sewid edd mE mokvaxed awo edt 
bewollLot amvivatzoyell .cetteh cotesssonus oit bes sexed emoomt 
‘° daet OF beesge ,cedeu) baw okiedaO gmbbofoxe <seontvorg sevee 
tlezvenc antihalms qeed of yiedwlse et $I) .ebfett xet souls 


ads to abtidd-ows teomls ow trqmoo asontvorq séegusl ows ent 
wrew Siuemsetes edt To aotmedoom eAT 
"3 -suoerl L[eaerrec co xed s besoqmk somtvorg off (s 
‘eloimbs o¢ bet ewed Sistow tf . 08 Ob oF seeorio bad 
voy oc cnet teded. Ragte 8) iLeaetk xet efS soeLLoo 
ai binow tevegked efy vod emis dead gs ovidsiaint 
J aggout isiehe) efo Juntags dibeto xed ie betaata 
y“wiLtDideit see isseiel ef to Jdneo seq 2 of gp to 
*o tuem vaq @ of Latpe xee s batesme ofratad O80L : 7 
» 22 sote o wet 1h misibow tom 555 Jud xeg lanebe? 
(loo Jnemievch “Lsrebe’) edd evaed od ,ae890ue syoddiw 
<xet stig 
ee 2079 atiierwg solcsxequco edz to erade (eiontvor off 


dopes epontvotm, ifi .vttlong eldsxet to ¢noo tec ¢ os tee 


30. 


Sighed agreements imposed uniform taxes of this weight 
which were administered by the federal government in 
conjunction with its own. On the expiry of the Wartime 

Tax Agreements, Ontario and Quebec imposed taxes of 7 

per cent on corporate income and other taxes on corporations 
on miscellaneous bases (place of business, etc.) estimated 
to be the equivalent of 13 per cent of profits. The 
formulae used by these two provinces and the federal 
government for the determination of the province within 
which corporation profits were deemed for tax purposes to 
be earned, were not uniform. This non-uniformity had the 
effect that Bor peretiees within the same industry and 

doing business throughout Canada bore different weights 

of tax. For example, an Ontario company might find that 
only 90 per cent of its profits were taxed by Ontario, 
Quebec and the seven provinces which signed tax agreements; 
another Ontario company might find that 110 per cent of 

its profits were so taxed. Agreement to use a uniform 
basis for allocating profits to the different provinces 

was not achieved for about another 10 years. 

Only Ontario and Quebec imposed inheritance taxes, which 
they administered themselves (as they did their corporation 
profits taxes). Credit was given for these against the 
federal tax up to a maximum of one-half the federal taxes. 
The result was that, ever since, the level of succession 
duties (and later estate taxes) has been roughly the same 
across Canada. Quebec and Ontario also agreed upon measures 


to prevent the double taxation of the same inheritance 
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(i.e. more than 100 per cent of the inheritance being 
subject to tax by a combination of the taxes of the two 
provinces). 

The provinces which agreed to rent their three tax fields 
received payments constructed and amended to win their 
agreement: 

Option 1: $12.75 per capita of the 1942 population plus 
one-half the revenue of the province from personal income 
and corporation taxes in 1940 (as determined for purposes 
of the Wartime Agreements plus the statutory subsidies 
payable to the province for the year 1947. 

Second Option: $15 per capita of the 1942 population plus 
the statutory subsidies payable to the province for the 
year 1947 (more favourable than Option 1 to Nova Scotia 

and Saskatchewan) ; 

Third Option: a flat amount of $2,100,000 (included for 
P.E.I.). These were the ‘guaranteed minimum payments'; the 
actual payments for a year was increased in proportion to 
the increase in the population of the province and Canada's 
gross national product per capita, for the average of the 


three years previous as compared with the 1942 base year. 


The federal government also withdrew from certain tax fields, 


making room for the provinces: e.g. taxes on gasoline, 
the sales tax on electricity and gas used in residences, 
and taxes on amusements, cabarets and pari mutuel betting. 
All these arrangements did not free the provinces from the 
need to find more revenues. British Columbia, New Brunswick 


and Newfoundland (after its entry into the union in 1949) 
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imposed retail sales taxes. 

On its own initiative the federal government began 
implementation of the expenditure programmes proposed to 
the Conference on Reconstruction. It extended conditional 
grants in aid of public health and hospital construction. 
Saskatchewan and British Columbia went ahead with public 
hospitalization insurance on their own; the national 
programme was deferred until 1958, and the universal old 
age pension without means test until 1952. The federal 
unemployemnt insurance programme has been successively 
extended. But the proposals for the anti-cyclical timing 
of public works poeceees fell by the wayside. 

Partly in fullment of its commitment to several of the 
provincial governments to confer with them at least a 

year before the expiry of the 1947 agreements (at the end 
of March, 1952), the federal government called a federal- 
provincial conference in 1950, to discuss general questions 
of common concern. The Korean war crisis, however, caused 
the agenda to a restricted one. The main accomplishment of 
the conference was in laying the foundation for the 
introduction of the federal old age pension and for its 
grants in aid of old age assistance, with means test, to 
persons aged 65 to 69. Proposals for new tax agreements to 
take effect on the expiration of the 1947 ones, were also 


laid before the conference. 
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The 1952 Agreements 


The distinguishing characteristic of the 1952 agreements 
was that Ontario, following a long hesitation after the 1950 conference, 
decided to join the club temporarily. Her entry was smoothed by the 
addition of another option to the bases on which the rental payments 
were calculated. The option was, in effect, the yield of the 
"provincial share’ of the rented tax fields, namely the sum of: 

a) the yield of a personal income tax of 5 per cent of 

the 1948 federal rates applied to 1948 incomes in the 

province; 

b) the yield of an 84 per cent tax on corporation profits 

earned in the province in 1948; 

c) the average revenue from succession duties in the 
fiscal years 1947 to 1949; and, 
d) statutory subsidies payable to the province for the 

year 1948. 

This was the method of calculating the ’guaranteed minimum’ payments 
(the stabilization element). The actual payment for a year was the 
guaranteed minimum increased in proportion to the increase in the 
population of the province and of Canada’s gross product at factor 
cost (a change from the G.N.P. at market prices which was used for 

the 1947 agreements) between 1948 and the year prior to the year in 
respect to which the payment was made (the 1947 agreements used the 
three prior years; the change increased the rental payments). The 
minimum payments under the other options were adjusted from the 1940 
base year to a 1948 base; this increased the guaranteed floor payments 


by about one-half but did not affect the actual payments. 
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While renting both her income tax fields, Ontario 
continued to collect her own succession duties ; to campensate, 
the rental payments to here, calculated as just described, were 
reduced by an amount equal to the tax credits allowed by the federal 
government for duties paid to Ontario. 

Another technical change was that the 5 per cent tax on 
corporation profits with each province which signed a rental 
agreement was required to levy, for collection by the federal 
government, was dropped. The federal government raised its own tax 
rate correspondingly and granted a tax credit of 5 per cent of 
profits earned in a province which did not sign an agreement 
(i.e. Quebec). 

In short, the 1952 agreements were substantially a 
continuation of the 1947 arrangements. No greater provision for 
revenue to be drawn from the income taxes was made for the province 
which chose not to,sign an agreement. As before, the financial 
pressure on any province which insisted upon remaining outside the 
club consisted of two main elements: a) that province would have 
to collect its own personal income tax, requiring its residents to 
complete two tax forms; and b) the province would forego the 
difference between the tax rental payments offered to it and the 
yield of the income taxes and succession duties which it collected. 
Since Quebec did not impose its own tax on personal incomes until 
1954, the financial penalty it suffered had grown, by 1952, to 
substantial proportions. In 1953 the federal government increased 
its tax credit for corporation profit taxes paid to provinces, from 
5 to 7 per cent of taxable income; this improved the position of 
corporations paying the provincial tax but put no more funds into the 


Quebec treasury. 
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Otherwise, matters remained much the same. Some of 
the provinces which signed agreements were apparently quite happy 
with the arrangements although the Maritimes continued to press for 
a greater recognition of their deficiency in fiscal capacity. Some 
provinces which signed agreements still objected in principle, with 
greater or less conviction (Ontario, Alberta and Nova Scotia). 
Some provinces, particularly British Columbia, continued to protest 
that the federal government left too little room for the provinces 
to raise revenue. The defence of the arrangements became more 
attenuated each year. And most important, with Ontario's capitulation 
Quebec became more isolated than ever. It seems in retrospect that 
the failure of the federal government to make Quebec's financial 
position viable was a major lapse in the statesmanship of federalism. 
In 1954, the Premier of Quebec crossed his Rubicon and 
imposed a tax on personal incomes originating in the province at 
rates approximately equal to 15 per cent of the federal tax. The 
task of administration and collection was lightened and political 
resistance avoided by setting the basic personal exemption at $1,500. 
(A married man with no children would therefore pay no provincial 
tax if his income was less than $3,000). The Prime Minister of 
Canada responded to this manoeuvre by privately meeting with the 
Premier of Quebec. The latter subsequently withdrew some 
objectionable parts of the preamble to the provincial act; in return 
the federal tax credit was increased to 10 per cent of the federal 
tax. Since the province's personal exemptions were higher, this had 
the result that only residents of Quebec with high incomes bore a 


significantly heavier personal income tax than did persons resident 
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elsewhere in the country. For the years 1958 to 1961, the tax 


credit was increased to 13 per cent. 


The 1957 Agreements 


The federal offer for renewal of the agreements, made 
public after two conferences had been held with the provinces, 
was contained in a letter from the Prime Minister to the provincial 
premiers in January of 1956. This offer went most of the distance 
toward removal of the financial penalty suffered by any province 
which preferred not to enter tax agreements. As expressed by one 
observer at the time: in keeping with the illusive new doctrine 
of 'minimum provincial entanglements’ which required that the federal 
government confront the premiers with a monolithic indifference to 
their decisions, neutrality became the order of the day. Neutrality 
was evidenced by the offer to collect provincial taxes on their 
behalf -- something the federal government had steadfastly declined 
to do previously; making the tax field rental, in effect, the yield 
of the ‘standard provincial rates’ of tax; and, splitting off the 
equalization of fire dat capacity elements of the rental payments and 
making them payable whether a province signed agreements or did not. 
Because of this new neutrality -- the removal of financial pressure 
upon any province to accede to federal control and domination of 
the income taxes -- 1957 may be taken to mark the end of the tax 
agreement approach and the beginning of the tax collection era. At 
any rate, this is our interpretation even though no province accepted 
the 1957 offer of the federal government to collect taxes on its 


behalf. 
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Under the 1957 agreements, payments took three forms: 
a) Tax rental payments: if a province agreed not to levy any or 
all of the personal or corporation income taxes of succession duties, 
it received: 
i) 10 per cent of the federal personal income tax collections 
attributable to the province (raised to 13% in 1958); 

44) 9 per cent of corporation taxable income (hence about one- 
fifth of the yield allocated to the province by federal 
rules of such allocation; and, 

73) 50 per cent of the federal succession duties (later estates 

tax) allocated to the province under federal rules. 

These amounts were known as the "standard provincial taxes’. The 
rates also served as the abatements or credits which the federal 
government allowed taxpayers to deduct from federal tax payable on 
CeEee or successions allocated to a province which did not sign a 
tax agreement with respect to the tax in question. 
b) Equalization payments: all provinces received unconditional 
grants equal to the difference between their per capita yield from 
the three taxes at the standard rates and the weighted average 
per capita yield in the two provinces with the highest per capita 
yields (Ontario and British Columbia) times their population. (Hence 
almost complete equalization of fiscal capacity was applied to the 
standard rates of the three tax fields, i.e. a return to the proposal 
of the Conference on Reconstruction but a half-way house on the road 
to the Rowell-Sirois recommendation). In 1958 the payment of the 
Special Atlantic Provinces Adjustment Grants of $25 million annually 
began. In addition, the New foundland Additional Grants Act provided 


for $8 million annual ‘transition grants’ to that province. 
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c) Stabilization Payments: all provinces which signed tax agreements 
were guaranteed that their total payments would not fall below 

95 per cent of the average payments for ve previous two years or 
below what they would have received had the previous arrangements 
been continued. The latter was the usual necessary political 
concession. The former continued the increasingly uneasy allegiance 
to the anti-depression concern of the Conference on Reconstruction. 

Ontario rented only its personal income tax field; Quebec 
maintained her record of not signing; all other provinces continued 
to rent all three fields. 

With the conclusion of these agreements, ‘'rational taxation!’ 
may be said to have been achieved to a considerable degree in three 
ways. Inequitalbe- double taxation had been eliminated. The fiscal 
capacities of the provinces were evened up in one large segment of 
provincial revenues. Provision was made to prevent a sharp drop in 
the same large segment of provincial revenues should a depression 
occur (it was open to the federal government, in an emergency, to 
extend the benefit of the stabilisation provision to apply to 
provinces which did not sign agreements). 

A bit more room was also made for provincial revenues when 
the federal government ended its 2 per cent tax on insurance premiums 
as of January 1, 1957. 

What grievances, then, were left for the provinces to 
pursue? First, it could still be argued persuasively that the 
provinces lacked revenue sources commerisurate with their expenditure 
Pespeneibilinies. But this is not an open and shut issue. It is 
doubtless the most difficult and contentious of the problems referred 


to the Tax Structure Committee appointed by the Federal-Provincial 
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Conference in October, 1964 and which is in the midst of its 
deliberations. In the body of this chapter it is argued that the 
division of revenue sources implicitly presupposes an acceptance of 
some division of functions between the two levels of government 

and the relative priority of additional expenditure programmes to 

be taken on and expenditures to be made. Since expenditure aspirations 
continue to outstrip the increase in the yields of existing rates 

of tax, any agreement concerning the division of revenue sources also 
implicitly carries with it implications concerning which tax rates 
should be raised and what new taxes should be levied. 

The second complaint to which the 1957 arrangements were 
open was, of course, the incomplete admission of the inequality of 
fiscal capacities of the various provinces. Regard was paid only 
to the revenues drawn from the three rented tax fields; some distance 
had yet to be travelled before the problem was confronted as 
forthrightly and comprehensively as it was by the Rowell-Sirois 
Commission. 

Third, the floor placed under provincial revenues by the 
stabilization payments was perhaps adequate for mild recessions and 
therefore a welcome continuation of the concern shown by the 
Conference on Reconstruction for the prevention of savant depressions. 
However, it is fair to say that the 1957 arrangements, at best, 
only provided a basis upon which fiscai measures to cope with periods 
of inadequate economic expansion =- such as 1958 to 1961. A 
programme for attacking this problem, which is potentially very much 
with us still, was not articulated. 

In short, the three areas in which the 1957 arrangements 


marked a greater degree of achievement than ever before in the history 
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of our Confederation, were also the three areas in which more remained 


to be accomplished. 


The 1962 Tax Collection Agreements 


In the years following 1957 the federal government continued 
to be concerned to disengage itself from entanglements with the 
provincial governments concerning the sharing of tax fields and 
other financial relations. It was possible for the casual observer 
to form the impression that the federal cabinet gave undue weight 
to the representations made at the recurring federal-provincial 


conferences by some provincial otaudecsie ea While it is true that 


(1) As the Minister of Finance said (House of Commons Debates, 
vol. vii, July 11, 1961; 1960-61 Session, p. 7911): 

"Under such circumstances it became increasingly evident that the 
tax rental system was unsound, It placed on the federal government 
the whole responsibility for levying the additional taxes to support 
large increases in provincial expenditures. The provincial 
governments assumed no responsibility for imposing the rented taxes 
on which they depended for revenues nor had they any freedom to 
amend the rates of these taxes in line with their current needs. 
Such a system was clearly destructive of provincial responsibility 
and initiative and incompatible with the constitution which 

grants equal access to the federal and provincial governments 


in these fields of direct taxation." 
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there was usually one or two premiers who used these meetings to 
demand the moon on a platter, it is quite eeeentein how seriously 
they expected to be taken. The Premier of British Columbia, for 
example, has for a decade made demands for a larger share of 
federally collected revenues which were among the most extreme but 
he also pressed for a federal government financial participation in 
provincial expenditure programmes which were equally extreme. 

The new government in Ottawa also brought with it a somewhat 
different approach to federal-provincial arrangements. It introduced 
a plethora of new conditional grant, shared-cost programmes which 
entangled it deeply with the provinces. But, simultaneously, it 
sought to throw the provinces more completely upon their own resources 
and to induce them to accept the initiative for increasing their 
revenues and to bear the political odium of raising tax rates. The 
abandonment of the tax rental agreements and of the Rowell-Sirois 
concern that the level of the income taxes be the same in all 
provinces, was required for the federal government to achieve these 
objectives. 

The federal government announced that the rental agreements 
would be replaced by arrangements which were exclusively tax 
collection arrangements. 

During the terms of the present arrangements the federal 
government grants and tabatement' of 16 to 24 per cent of the gross 
federal personal income tax payable. (Originally set at 16 per cent 
for the 1962 taxation year, rising by one per cent each year to 20 
per cent for the 1966 taxation year; by subsequent amendments the 
abatements were increased to 21 per cent for 1965 and 24 per cent 


for 1966.) That is, the taxpayer calculates his federal tax liability 
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and then reduces it by e.g. 21 per cent for the 1965 taxation year. 

He then adds his tax liability, for all provincial taxes except that 

of Quebec, which still administers its own personal income tax. The 
provincial taxes imposed by all provinces except Manitoba, Saskatchewan 
and Quebec are the same amount as the federal tax abatement. The 
Manitoba and Saskatchewan taxes are 6 percentage points higher than 

the federal abatement. That is, for 1965 their tax is 25 per cent 

of the gross federal tax (as calculated before the tax abatement is 
deducted). For 1966 the tax of these two provinces will be 26 per 

cent of the gross federal tax. The amounts shown as the provincial 

tax liability are remitted to the federal government, along with the 
federal tax, for transfer to the provincial governments. The Quebec 
taxes are about the same as the federal abatements and the personal 
exemptions are the same as those of the federal tax. There is 
therefore only a moderate degree of variation in the levels of personal 
income taxes among the provinces. 

The federal collection of the provincial taxes still 
retains, of course, a considerable attraction for the taxpayer -- it 
simplifies his compliance considerably -~- and for nine of the 
provincial governments. To gain the benefit of federal collection, 

a provincial government must accept two constraints upon its freedom 
of action. First, the calculation of income subject to tax must be 
the same for provincial taxes as it is for the federal tax. Second, 
the provincial tax must be stated as a percentage of the federal tax 
liability. Accordingly, if a provincial government preferred a 
different tax progression (the increase in the ration tax liability 
divided by taxable income as taxable income increases) it must forego 


its preference. Also, if a provincial government considers that the 
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federal definition of taxable income is faulty, it must live with it. 
For example, a provincial government may prefer that the amount of 
income free of tax because it falls within the definition of capital 
gains, is excessive. If so, it must live with the federal definition 
nevertheless. 

The federal abatement of its corporation income tax is 
10 per cent of taxable profits earned in Quebec and 9 per cent of 
taxable profits earned in all other provinces. The rules used by 
the federal government and the provinces to determine the jrinkbaes 
within which corporation profits are deemed to originate, are now 
uniform. The one per cent extra abatement of federal tax on profits 
earned in Quebec is a carrying Serwerd of the agreement reached in 
1960 that a province should receive a compensating share of the 
income taxes if it preferred that its universities not receive the 
federal grant 1f $2.00 per head of the province's population 
(originally $1.50). This may be said to be the first 'topting-out? 
provision. 

As with the personal income tax, the provinces are free to 
impose whatever rates of corporation income tax they choose. Ontario 
and Quebec choose to collect their own taxes -- at rates of 11 and 
12 per cent respectively. Manitoba and Saskatchewan choose to 
impose corporation taxes of 10 per cent -- 1 per cent higher than the 
federal abatement. The other provinces levy taxes equal to the 
federal abatement. Taking the tax abatement into account, the result 
is that the combined federal and provincial rates are higher than in 
the other provinces, by two per cent of profits in Ontario and 


Quebec and 1 per cent higher in Manitoba and Saskatchewan. 
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Since the provinces cannot constitutionally levy an estate 
tax, which is the form of death duties now used by the federal 
government, because it is considered to be an indirect tax the federal 
government continues to rent this field and return 50 per cent of 
the collections to the provinces which wish to sign rentals agreements. 
Seven provinces are presently parties to these rental agreements. 
British Columbia, Ontario and Quebec impose and collect their own 
succession duties; a tax credit of up to 50 per cent of the federal 
estate tax may be claimed as a deduction from federal tax liability. 

The shift from tax rental to tax collection agreements 
therefore had two main consequences. The rates of taxes now vary 
among the provinces formely part to the tax rental agreements. 

Second, the new freedom to vary rates has probably increased the 
likelihood that reductions of federal rates would be absorbed by 
provincial rate increases. This has not yet happened with respect to 
the decreases in the rates of the federal personal income taxes 
announced in the 1965 budget, however. 

The changes consequent to the decision to switch from 
rental to collection agreements were minimised by the 1957 institution 
of the payment of equalization grants as a separate matter, unaffected 
by the other elements of the federal-provincial financial arrangements. 
Under the 1962 arrangements, the equalization payments were continued 
but the formula changed. First, the level to which fiscal capacities 
in the direct tax fields was to be raised, was the national average 
per capita yield. Second, natural resource revenues were recognised 
as an important source of fiscal capacity (but in a peculiar way since 
gross revenues are used and these are much higher than net revenues 


which are sometimes negative for the Crown forests. The equalization 
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payments were set at: the national average per capita yield of the 
federal tax abatements) for 1965, 21 per cent of the gross yield of 
the federal personal income tax, 9 per cent of taxable corporation 
profits and 50 per cent of the yield of the federal estates tax) 

plus 50 per cent of a three-year moving average of gross natural 
resource revenues minus the per capita yield of these revenue sources 
in the province, times the provincial population. 

The new basis for calculation of the equalization payments 
disqualified some provinces from receipt of them hence some provinces 
would receive less under the new arrangements than under the old. 
Following the precedents that this must never pecan two guarantees 
were thrown into the pot. . First, any province receiving an 
equalization payment according to the new formula was guaranteed that 
it would receive an equalization payment sufficient to bring its 
total receipts from the standard taxes plus equalization payment plus 
Atlantic Provinces Adjustment Grants up to what it would have 
received had the 1957-62 arrangements been continued. (Saskatchewan, 
Manitoba and Quebec benefited). 

The second guarantee stated that no province would receive 
less than it did in the last year of the 1957-62 arrangements or 
the average of the en two, whichever was the greater. Alberta 
benefited. | 

The stabilization features of the previous arrangements 
were continued. 

The Atlantic Provinces Adjustment Grants were increased 
from $25 to $35 million. All provinces except Alberta, British 


Columbia and Ontario were eligible for equalization payments. 
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Developments Since 1962 


In the summer of 1960 a new government was elected in the 
Province of Quebec and the ‘quiet revolution’ began, accompanied by 
more effective demands by that province for financial arrangements 
which would enable it to realise its ambitious economic and social 
objectives. As early as 1961 the present Prime Minister of Canada 
suggested that an opting-out arrangement might make it possible for 
a province to follow a path divergent from that of other provinces, 
if it so desired. A new federal government was elected in April 
of 1963 and its budget proposals of the same year concerning the 
Municipal Loan Fund and the Canada Pension Plan encountered more 
united provincial government opposition than had greeted federal 
proposals at any time since the Conference on Reconstruction. The 
era of co-operative federalism began. 

As mentioned, the provincial share of the personal income 
tax was raised from the 19 per cent of the gross yeild of the federal 
tax rates for 1965 and 20 per cent for 1966, to 21 per cent for 1965 
and 24 per cent for 1966. In 1963, the equalization formula, 
beginning in the 1964-65 fiscal year, was changed back to the weighted 
average yield of the standard tax rates of income taxes and succession 
duties of the two provinces with the greatest yield per capita. But 
there was still to be a deduction for any province having natural 
resource revenue above the national average. The deduction is 50 
per cent of the amount by which the three-year average of gross 
natural resource revenue exceeds the national average per capita, 


times the population of the province. 
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For 1964, the federal credit for succession duties paid to 
a province was increased to 75 per cent of the federal estates tdx. 
In the same year, the federal government announced that the special 
annual grant of $8 million to Newfoundland would be continued 
indefinitely. 

Early in 1965, federal legislation was enacted enabling 
contracting-out agreements with a province, to be effective January 
1, 1965 or January 1, 1966. The operation of these agreements and 
their implications are discussed elsewhere in this study. 

When the Quebec government joined some of the other 
governments e.g. British Columbia, in demanding a larger share of 
the income taxes for provincial use, its demands may have sounded 
excessive. In fact, the proposals of the 1963-64 Quebec budget 
speech for example were quite moderate. These were a repetition 
of the proposals made at the July 1960 Federal-Provincial Conference 
and repeated to the November, 1963 Conference. Premier Lesage 
requested that the federal government withdraw completely from the 
succession duty field and partially from the personal and corporation 
income tax fields by a lowering of the federal tax rates to 75 per 
cent of their 1961-62 levels. This would mean that the provinces 
could collect taxes equal in amount to 25 per cent of the gross yield 
of the federal rates. For 1966 the federal abatements and credits 
are: 24 per cent of the yield of the personal income tax; 9 per cent 
of corporation income or about 22 per cent of the yield of the 1961 
federal rates; and 75 per cent of the federal estate tax payable. 
Accordingly, the 1966 provincial share of the three taxes, before 
account is taken of the contraction-out agreements, is not greatly 


less than that proposed by the Government of Quebec. 
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Chapter 2 


SOME PROBLEMS OF ECONOMIC CO-ORDINATION 
IN A FEDERAL COUNTRY 

It is always possible that two governments may work at cross 
purposes by pursuing incompatible objectives. Certainly co-ordination 
of some sort is required to avoid such conflict. But how is such 
co-ordination most effectively achieved: by consultation, or by the 
unanimous acceptance of a set of ground rules - or is the complete 
withdrawal of one level of government from some spheres of activity 
required? Surely this can be judged only in the contrete; not in the 
abstract. | 

Another study prepared for the pone ona lists a number of 
areas of potential conflict as matters which, failing other solutions, 
require resolution by consultation. Since this list appears to be 
exhaustive, it is convenient to enumerate them here and discuss the 


several techniques of co-ordination with respect to them. 


1. Provincial policies may inhibit the federal government's interest 
in maintaining the mobility of capital and labour within the 
national boundaries. 

2. The objectives of some of the provinces are likely to lie in the 
direction of more differentiated and autonomous provincial econo- 
mies than are compatible with national economic objectives. 

3. Individual provinces may press for a closer economic integration 
with contiguous areas: of other countries than is compatible with 


national policy. 


1. By Professor Donald V. Smiley 
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Some provincial governments may adopt objectives concerning the 
patterns of foreign investment and trade which are incompatible 
with federal objectives. 

The pursuit by some provinces of economic growth may bring them 
into conflict with federal policies at a particular time or may 
be detrimental to the growth of other provinces. 

There may be disputes concerning general fiscal and monetary 
policies to aid growth and attain stability. At times some 
provinces protest that the central bank's tight monetary policy 
and federal fiscal restraints impede their economic growth and 
cause unemployment within their borders. The ground for such 
protest may be that the interests of one region are being 
sacrificed for those of another. Alternatively the dispute may 
turn upon different priorities accorded to employment and growth 
as opposed to the containment of inflation. The third way in 
which conflict may arise atone from the federal government's 
preoccupation with the effects of capital expenditures upon 


income and employment which contrasts with the provincial govern- 


ments! concern with the need for services (highways, schools, etc.) 


and for the financial soundness of their municipalities. 

Some provinces may protest that certain federal programmes which 
are of great benefit to other provinces do not benefit them and 
may even be to their disadvantage. 

Finally, and perhaps most serious, disputes between the federal 
government and one or more provinces may simply reflect the 
endeavour of each to expand the scope of its operations. To 


continue in office, political parties must implement programs 
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which command broad support among the electorate. There may 

also be sincere differences in views concerning which level of 
government should perform particular functions. A special case 
of such conflict concerns the desire of a provincial government 
to have control over functions which assist it to realise particula 


aspirations. 


As a second preliminary, the various techniques of co-ordination 


There may be a rigorous definition of the spheres of jurisdiction - 


with each level of government jealously guarding its prerogatives. 


This may not be co-ordination; but it is a division of labour. 
Unfortunately, this technique cannot provide a resolution of all 
conflicts because a single program may fall partly within the 
competence of a province and partly within that of the federal 
government. The Columbia River power development is an instance. 
Conflicts may be avoided by the unanimous acceptance of a set 

of ground rules prescribing the agreed behaviour concerning certain 
functions, such as the acceleration of the economic development of 
regions of slow growth. 

Potential conflicts may be avoided and potential disputes resolved 
in advance by consultation between governments or the two levels 
of government. Similarly, where there is agreement concerning 

the objectives such as the avoidance of inflation, and also a 
broad measure of agreement concerning the measures appropriate 

for attaining the objective, co-ordination can be effected by 


consultation. 
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However, tconsultation't has many shades of meaning. 

It may simply mean no more than the right of the provinces to 
be informed beforehand of the federal government's intention to 
adopt economic programs or measures, and vice versa. This 
meaning carries the minimum commitment, consisting of nothing 
more than advance warning so that other governments may take 
into account the effect of the projected program upon their 

own activities. 

Consultation may mean the discussion of impending measures or 
programs with other governments, leading to the revision and 
adaptation of the measures in the light of the reaction and 
comment of affected governments; and perhaps the co-operation 
of other governments by the adoption of supplementary measures 
and appropriate adaptation of their own programs. This variant 
involves the second to the least surrender of the right of 
independent action. Each party merely agrees to be amenable 
to persuasion. For example, the federal government might 
annually inform the provinces of its assessment of economic 
conditions for the year ahead and whether its fiscal measures 
will, on balance, be restrictive or expansive. It might agree 
to weigh all the considerations raised by the provincial govern- 
ments and might even undertake to explain why it did not accept 
any argument or proposal of a provincial government. But it 
would not agree that the programs under discussion should be 


decided by the conference, that is, by consultation. 
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Like meaning (a), this meaning of consultation implicitly 
presupposes that there is no basic conflict of interests or, 
where they exist, some principle is accepted concerning the 
weighting of competing interests; and further that there is 

no basic disagreement concerning the measures or techniques 

most likely to achieve the objectives. 

Consultation may mean that, immediately the broad outlines of a 
projected program or set of measures e.g. tariff negotiations, 
are formulated by the federal government, they would be 'cleared! 
by consultation with the provincial governments and the latter 
would participate in the detailed development of the program or 
measures. But, still, the federal government would not undertake 
to abandon the program or surrender the function to the provinces 
if majority support could not be won. 

Consultation may mean co-jurisdiction. This entails full recog- 
nition by both levels of government that each should participate 
in the formulation of policy. To be harmonious, conventions 
whether majority decisions were binding, what constitutes a 
majority and powers of veto and non-participation would be 
needed. 

There can be co-ordination and disputes resolved by plenipotentiary 
negotiation at arm's length, in the manner of sovereign powers 
entering treaties. 

To summarise: 

There can be a division of labor by each government going its 


own way in its own sphere. 
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2. There might be a set of rules prescribing permissible behaviour. 

3. There might be consultation meaning: 

(a) Each government gives advance warning of its acts, and no more. 

(b) Each government gives notice of pending programs and is amenable 
to persuasion to modify them. 

(c) Policies may be proposed and the detailed measures to implement 
them jointly formulated. 

(d) Major policies may themselves be jointly formulated. 

4. Formal agreements may be negotiated in the manner of treaties 
with foreign powers. 

The mere listing of these techniques of co-ordination indicates 
that the relative effectiveness of one or other form depends upon the 
measure of basic agreement existing and the presence or absence of 
inherent conflicts of interest. 

Accordingly, rather than leave the matters of potential conflic 
as general as the eight headings listed above (pp.48-50),it will perhaps 
add clarity to the discussion if specific examples of disagreements or 
conflicts are hypothesized. The various vechnsaues of co-ordination 
can then be discussed with reference to each in turn. We start with 
matters in which there is likely to be least inherent conflict. 
lw (Fiscal, Policy: 

There has been considerable concern in recent years that the 
capacity of the federal government to be the balance-wheel of the 
economy might be undermined by the decrease in the magnitude of federal 
expenditures in relation to those of the provinces and municipalities 
and the diminution of the federal government's control over the rates 


of the income taxes. But how serious is this erosion of federal fiscal 


ccc ay vatee eat to suterey sonsvbe —s 
sidenems ef bas ematgox¢ actbneq to (sotvon pena 
tasmelqmt o¢ aotuesem belisteb oft ae pocorn Spomncgnnii 


arewog sahara 
sotint nokzettbro-oo to venpindses seedt to antsetl exom edT 


etd noqu ebiieqe) mo? tedvo +o ano to eeenevisoette evisslex odd tede 
to sonseds +o sonesetq eft bas aittetxe. tnemeeiye otaed to omesom — 


staetetmk to asoiltnas: snort ai 
thon [eitastoq to etettem eft evesl wed} redtat «Vigna tbroooA 


aiteq (fiw +t (O&=8i.¢q) evods betell apatised tdgte eft es Levene, es 
‘© Sinemeataseth Yo aelqmbxs 2ttiseqa 1 aobeewoe tb ont of yiinsfo bbs 


wisentbro-oo to seuptniced euotisy ott -bosteedsoqys ets egoifinos 
atiw digte osW .mtidt at dose os ecnetetex ditw besexvostb ed -nedZ ones = = 


oifines tneredat teasl ed of YieHXti ei stents dotstw ne etossom 6 


‘yoilod [soet % «ie 
ad Seqy atesy sgnepes ni Atenn09 oldeuebtenoo seed esi svesT 
siv to feetw-sons [ed sts od of Jaemmrreveg Larebet? edt to.vttoac 
webs? to sburtagem anit mh sesetosb ois YO Denterrebas ed tdgter + 


eattileqtotoum bas eeontvorg ons Bo S80NT OF noitalet at eo west 


sever oft tevo fortncy e'oneatitevo, fstebet edg to nolsuakmtb odd I 


sett fessbet to moteocrs eins 4) exolree wot dju@ sexs? emoonk ¢ 


D4» 


power and how great is the need for the provincial governments to 
undertake counter-cyclical budgeting harmonious with the federal programs? 
To discuss this we must distinguish between two kinds of problems. First, 
there is the short period fluctuations of expansion and recession of 
about 20 months to four years duration. The dangers are twofold. At 

the peak of the expansion phase aggregate demand may become excessive 

so that demand exceeds supply for many types of labor and perhaps also 
some plant capacity, in most parts of the country and may cause inflation. 
During the recession phase the decline in aggregate demand may cause 
unemployment to be undesirably high in most parts of the country. The 
prescribed remedy is that governments run surpluses at the peak and 
deficits at the trough - which can be automatically accomplished to 
greater or less degree-by the built-in stabilizers. The main problem 

in coping with these short oscillations is one of timing and the lapse 

of time between the budget remedy and its effects. These difficulties 
are sufficiently great that it seems unlikely that complete success will 
ever be achieved in the endeavours to iron out the oscillations. However, 
if the rate of increase of aggregate demand over the series of short 
oscillations keeps in step with the rate of increase in the labor force 
and in plant capacity, the consequences of the short oscillations may 

not be very distressing. Unemployment may rise for brief periods above 
the desired level and there may periodically be some moderate, though 
irreversible, rises in the price level (though the latter may be attrib- 


utable to causes other than excess aggregate demand). 
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It seems therefore that provided the provinces and munici- 
palities follow a stable program of expenditures, whatever measures can 
be successfully undertaken to cope with the short duration oscillations 
lie within the capability of the federal government despite its reduced 
fiscal power as compared to a decade ago. 

The undesirable economic consequences are greater when the 
rate of expansion in aggregate demand over several years, covering more 
than one short oscillation, falls short of (or exceeds) the rate of 
increase in the labor force or if, during a period of similar length, 
the increase in aggregate demand is insufficient to reduce an undesirably 
high rate of unemployment initially existing. When this happens the 
problem is beyond correction by the built-in stabilisers (which may 
even act perversely) and stronger measures are required. However, 
provided that forecasts concerning the duration of the imbalance can 
be made with sufficient confidence, the problem posed by the lapse of 
time between budget action and its effects, is not insuperable. But 
the magnitude of the measures to be taken may be very large. Are they 
likely to be beyond the present fiscal powers of the federal government, 
again assuming that the provinces and municipalities adhere to orderly, 
steadily expanding programs of expenditures, a stable proportion of 
which is financed by borrowing? This matter would warrant a study in 
itself and dogmatic assertions would be foolish ~- who can foresee how 
great an imbalance is likely to occur in the future? However, some 
light can be thrown on the problem by considering the precise measures 


which the federal government is likely to undertake. 
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Firstly, we can put transfer payments and other welfare 
programs to one side. Surely there is not likely to be any retrenchment 
and it is inappropriate that major extensions be undertaken to bolster 
aggregate demand in a particular period, rather than letting the exten- 
sions be determined by their merits. (Although it might be appropriate 
to advance the date of the coming into operation of an imminent program). 
Accordingly, it does not greatly matter for fiscal policy whether the 
welfare programs are federal or provincial functions. 

The federal government has always been in great difficulty 
in its endeavours to vary expenditures on goods and services since the 
provinces and municipalities are the big spenders on these functions. 

In the event that a severe, prolonged recession is forecast, it surely 
must convene a conference and plan a concerted program with the provinces 
pushing money over to them to increase their spending. It is difficult 
to see how the events of the past decade have changed matters greatly 

in this respect. 

Much reliance must also be placed upon varying revenues and 
the tax best suited to this purpose is the personal income tax. Here 
the necessity for provincial co-operation arises not so much from the 
hope that they would adopt measures similar to those of the federal 
government but rather to ensure that they did not engage in perverse 
action, by raising their rates when the federal government lowered its 
own. How likely such behaviour might be is a matter for speculation 
but consultation, in any of its meanings, would doubtless minimise the 
probability of the event. It is difficult for one to imagine acute 
conflicts of interest which would pose severe problems of inter-government 


co-ordination when the problem calls for increasing aggregate demand. 
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When the problem is inflation due to excessive aggregate 
demand existing for more than a brief period at the peak of a short 
cycle, conflicts of interest are more likely. If the federal government 
decided that the most desirable remedy is that provincial and municipal 
spending be curtailed, inter alia, there might well be room for argument 
concerning the wisdom of its decision. In any event, since most of the 
provinces possess the power for an independence of action, the appropriate 
form of co-ordination of actions would appear to involve the recognition 
of co-jurisdiction. Obviously, conaultation of this sort takes time and 
robs fiscal policy of some of the flexibility which it might otherwise 
have. But the difficulty is inherent in the federal form of government. 

In addition, even when the general problem is inflation, some 
provinces may be suffering from undesirably high unemployment, and would 
justifiably protest against any measures which would reduce employment 
within their borders. In these circumstances, however, it is difficult 
to imagine why the federal government would request a curtailment of 
provincial and municipal expenditures in the distressed areas or even 
to curtail the expenditures of its own agencies there. Moreover, an 
effective attack upon chronic, regional unemployment must be by measures 
other than the balance-wheel operations of the federal government and it 
would seem unnecessary for these measures to be interrupted or impeded 
by considerations of counter-cyclical budgeting. 

If this analysis is correct, no fundamental conflict of interest 
is apparent, which need lead to disputes which could not be reconciled 


by a moderate measure of consultation. 
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It also appears from the analysis that, except during prolonged 
periods of imbalance, there is no functional reason why fiscal policy 
should not remain primarily a federal responsibility. That is, one is 
at a loss to know what would be gained if it should be successfully 
maintained that overall fiscal policy should fall into the arena of co- 
jurisdiction. It has been reasoned that the federal government, to be 
realistic, must recognise co-jurisdiction whenever it wants provincial 
governments to supplement its own programs by increasing or curtailing 
their capital expenditures. This is because the provinces possess the 
power of independence of action. But it has been reasoned that the 
appropriateness of such provincial initiative is restricted to periods 
of prolonged imbalance; such initiative is not needed (and indeed may 
be disequilibrating) in tnormal' circumstances. Of course it can be 
argued that, in the periods of prolonged imbalance, the federal govern- 
ment could achieve its ends by persuasion, without recognising co- 
jurisdiction. But it can also be argued that the presentation of a 
program as a fait accomplis with an invitation to the provincial govern- 
ments to rally round the flag, is not the most astute procedure, Ata 
minimum, consultation meaning joint formulation of the details of a 
program seems the course of wisdom. Surely such a procedure would 
minimise the chances that the main objective would be lost sight of 
by the mergence of a rivalry between governments concerning which 
should have the initiative - which should be the first among equals. 
The concern that joint programs may be made ineffective by irrelevant 
rivalries may be put down as a major reason for wanting fiscal policy 


tin normal circumstances! to remain primarily a federal function. 
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The other major reason is that the formulation of programs by eleven 
governments must surely be more cumbersome, inflexible and long drawn 
out than program formulation by one government. There is also the 
democratic objection to the formulation of programs by federal- 
provincial conferences which would reduce the powers of the House of 
Commons and make it difficult to fix the responsibility for error or 
incompetence upon a single elected body. 

None of this reasoning precludes the desirability of advance 
notice to the provinces of the broad course of action intended by the 
federal government - if the exigencies of timing permit. 

Closely related to the problem of fluctuations in economic 
activity is the problem of seasonal unemployment. The three main ways 
by which the federal -government has »sought to alleviate the hardship 
created by the seasonality of employment have been: 
ee ee, by unemployment insurance - which required a constitutional 

amendment ; 

(b) by subsidies to private parties, such me the $500 for 
residential housing construction undertaken during the 
winter; and, 

(c) by the shared-cost grants for municipal winter works programmes. 
Obviously, since the provinces and municipalities are the big spenders 
on public works, the federal form of government makes the last mentioned 
programs cumbersome and complicated. 

Allusion has been made to the possibility that the existing 
division of functions might impose obstacles in the way of a provincial 
government seeking to realise tertain aspirations. Since the war, 
however, matters have been mainly the other way round. It has been the 
federal government which has repeatedly found that it has had to work 


through the provinces to achieve its economic objectives. 
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2. Monetary Policy 


Much of the reasoning followed with respect to fiscal policy 
applies to monetary policy - with the added complication that the Bank 
of Canada possesses a broad measure of independence of action. Provincial 
governments are not disposed to protest about monetary ease but they have 
been known to complain about monetary restraints on two grounds. They 
may allege that the Bank's policy is mistaken, i.e. that monetary restrairz 
is inappropriate to the economic conditions of the country as a whole. 
Or, they may grant that monetary constraints are appropriate for most of 
the country but contend that they harm some provinces in which unemploy- 
ment rather than inflation is the main problem. As mentioned in the 
previous chapter, one is at a loss to know how the latter legitimate 
complaint can be met. So long as there is a single currency, it is not 
possible to have high interest rates in one province and low rates in 
another at the same time. This is another matter which clearly warrants 
a study by itself and in that study it could be pointed out that the 
entire structure of our banking and other financial institutions could 
be changed so that credit rationing would be effected not by a general 
set of interest rates confronting all classes of borrowers but rather 
by selective credit controls by which different classes of borrowers 
obtained credit on different terms. 

The creation of the municipal loan fund presumably indicates 
a realisation on the part of the federal authorities that the 'non- 
selective' monetary restraints of the central bank are actually selective 
in the sense that the restraints are felt acutely by some classes of 


borrowers and hardly at all by others. The loan fund is the latest in 
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a series of departures from the 'tfree market! allocation of loan funds, 
of which the Industrial Development Bank and the Central Mortgage and 
Housing Corporation are other examples. It is noteworthy, however, 
that the disagreements between the federal and provincial governments 
which occurred when the loan fund was first proposed, did not reflect 
an inherent conflict of interests, (unless the administration of the 


program is itself put down as a federal objective.) The disagreement 


arose from the desire of the provincial governments that the federal 
authorities not deal directly with their municipalities - a concern 
which has been in evidence on other occasions. The resolution of the 
disagreements presumably indicates that the federal objectives could 

be realised in a manner acceptable to the provinces. This particular 
episode in the retations between the two levels of government is one of 
several which has prompted us to suggest that whenever the federal govern- 
ment wants programs to be adopted concerning which the provinces possess 
the power for independent action, an harmonious outcome is most likely 
to occur if the federal government recognises co-jurisdiction so that 
the two levels of government jointly formulate policy by jointly 
developing the program - rather than the federal government deciding 
upon a program and then seeking to persuade the provincial governments 
to accept it. 

Let us next engage in a speculation. Suppose it were success- 
fully contended that monetary controls affected the provincial govern- 
ments! operations so decisively that they must have a voice in policy 
formulation. For example, we might imagine that the Board of Governors 
of the Bank of Canada were reconstituted to be composed of representa- 


tives of the federal and ten provincial governments and their powers 
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were increased, at the expense of those of the Governor, so that he 
had to report to them and obtain clearance for his actions each month. 
Would this be a feasible arrangement? One would be venturing upon 
uncertain ground to express a definite opinion but it may be speculated 
that the feasibility of this arrangement would depend greatly upon what 
the members of the Board conceived their function to be. If, in the 
main, they regarded themselves as representatives of the interest of 
the country as a whole and played the mainly passive role of receiving 
the periodic accounts of the Governor's stewardship and directing him 
to change his policies only on the presumably rare occasions when they 
were willing, in effect, to express a want of confidence in his judgment, 
one can speculate that matters would not be greatly changed from what 
they now are. Opinions would no doubt differ whether performance would 
likely be improved or reduced. On the other hand, if each government 
representative withheld acceptance of the periodic reports of operations 
until he had reported back to his Prime Minister and received instructions 
concerning how to represent the federal or provincial interest, one can 
foresee conflicts which might end in a deadlock unless there were care- 
fully formulated conventions of majority rule with none possessing a 
veto power. For example, a provincial prime minister could scarcely be 
expected to leave himself apen to the allegation by the press or a 
political opponent that he had agreed to monetary restraints which 
increased unemployment in his province. 

This reasoning leads logically to the question: do the 
provinces require a voice in monetary policy formulation as a necessary 
condition of the realisation of their aspirations and those of their 


citizens? It might be said, that as a matter of form and appearance - 
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which may sometimes be very important - they may do; that is, a voice 
in monetary management may become an end in itself. In the extreme, 
one or more provincial governments might decide that nothing less than 
equal status with the federal government with regard to a number of 
functions is acceptable. Otherwise, it is difficult to imagine any 
way in which a provincial voice in monetary management is a necessary 
condition for the realisation of provincial policies and programs. It 
is difficult to think of a provincial program which cannot be realised 
without this power. If a fully specified alternative to the policies 
and mode of operation and, indeed, to the operation of the capital 
markets, existed and were pressed upon the federal government by one 
or more provincial governments, it would seem appropriate that the 
federal government not stand on its constitutional prerogatives but 
rather propose some method of joint deliberation by which the merits 
of proposed changes could be determined. 

This discussion leads naturally to the related problem of the 
creation by provincial governments of financial institutions designed 
to facilitate provincial government programs to accelerate economic 
growth. This particular problem had best be left aside, however, for 
want of information. Going on general information only, it is not 
clear what problems would be created if a provincial povernmene hat 
some financial interest in or wholly owned a chartered bank. Nor is 
it clear what provincial economic objectives cannot be realised without 
such an instrumentality. It is possible, of course, that the desire for 
such an institution might be one part of a series of measures inspired 


by the desire to foster a provincial sense of identity which took 


th | 
 setov # he na ; at109! t | 
| ,Sitettse off f ; pie naa ‘bre as ane sald 
| any ata! oatddne ae ebtoad tdgim esuemate voy . 
y %> sede 8 od Bbisyea adiw jsxemetevoy Latebet ones $f ] es 
ris erinestl Of FlwOLTELS st Fi .seiwiedsc eben 
sepoens 6 =i themegsaam yretenoa at sotov istonivorg a de 


rae 
tl .amargoyq bas estotiog Letonivorg to dolyeeticet edt x02 
beritiees of sonnao folitw metgotq fatonivorq s to aatds of hut 
‘Ioftfog ed? oF svivenwedl[s bel tisoeqe ylivut « Tl «stewed af 


_ ae 
tqso ont to susqo odt oF ,hesbat ,ons nolimteqo to | > 
ee , 


a 


— 


eio vd cHaemgte TOS Lesebot ot axoqy beseetq staw brs bedelxe » 
Sad? stsitqosgqs cess hbilwow Jf ,23 tiamete voy tednatworia i 

7 esvitan ‘teva {snolttudgi¢eanos ett wo baaete gon tnomerreveg. J 

dw yd sotdetedh’s5 dntot Yo bedvem smoe esoqoTtq 

rforvetsb ed bivoo asynedio besoqot 

stele sft o¢ ylistuten ebsel noleesoskbh etd? ; 

bosglceb anotgngiteat Tfelongat? lo etgentrevog felontvetq vd 
ftemfesorn of simipoxa Saeariaveog Ietontvorq stadilt 

ebine Ite! teod cad maldorq teluotaueg efat Ree 

et (lac soltseateis! ANotes no yada .noltemrotnt to 

it . eitontveta #8 2f hbeysato ac biivow ene Iden tedw 

dasd betaduedo 6 bemeo yifodw 46 mt feonetak fetoasat? + 

suodtin bea tfeet ed Soansa aevidoetde obmonope Celonivota tédw a 


sidbesog 22 40 «vi tietnomrrdvent 


-e 
» 


bevriquat seimesost Ico e6oxee & Io gasq eno od tigin notspss 


Yeoe doldw ¢¢fatebi to eense Isisatvouq « tassot oF onke 


—= 
i) 


64. 


over the national identity or from a provincial government's conviction 
that the primary political unit was the province and that its duty 
required that it build up the provincial and denigrate the federal 


power. Such political phenomena lie outside our terms of reference. 
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3. Other Matters in Which Major Conflicts of 
Interest are not Apparent 


One of the techniques of co-ordination listed above was the 
division of labour which results from a rigorous definition of the 
spheres of jurisdiction of the federal and provincial governments. 

But some overlapping of jurisdiction cannot be avoided and sometimes 
disputes occur which indicate that neither consultations in any of its 
meanings nor what we have called the recognition of co-jurisdiction, 
is a panacea. The development of international waterways and the 
export of electric power are examples. Surely these difficulties, 
among Ae indicate that the federal form of government would not 
be chosen, de novo, for any inherent advantages it might possess but 


only because nothing better is politically possible. 
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4. Problems of Regional Economic Development 


All the provincial governments to greater or less degree and 
the federal government are currently concerned with regional economic 
development. But the programs developed somgar are a mere beginning 
as compared to those in many other countries. Two problems appear to 
be unresolved: the potentiality for conflict between provincial programs 
and the roles to be played by the provincial and federal governments. 

Since the standard technique for attracting industry to regions 
where they would not otherwise locate consists of subsidies - though in 
a great variety of forms - the potentiality of conflict is apparent. 

The provincial governments might fall into a competitive race, the one 
trying to outbid the other, to the advantage of none. In the. past, tax 
concessions offered by nitedn kl ties proved very expensive in some 
provinces, with little evident accomplishment. It would seem desirable 
therefore that rules of approved behaviour be formulated and accepted by 
all provinces to obtain the maximum effect for the money expended and 
to allow the regions which stand in the greatest need of more industry 
to implement programs which are not negated by those of regions where 
the need for more industry is less pressing. 

Accordingly, what is mainly needed is not agreement concerning 
the inducements which it is permissible to offer but rather the regions 
or districts of the various provinces to which industry is to be 
attracted. And the approach used by the federal government in some 
of its incentive programs is not appropriate. It may be administratively 
convenient and apparently neutral to define a region of economic distress 
as any city, town or conurbation in which unemployment has exceeded a 


chosen percentage of the labor force for a specified length of time. 
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The objection to this approach is that it identifies the region of 
economic distress but not the localities where the chances of fostering 
growth are promising. Given that one of the two sets of measures for 
coping with chronic unemployment and underemployment consists of moving 
industry to where the unemployed labor is located (the other set of 
measures being designed to encourage the unemployed labor to move to 
areas of labor shortage and fast economic growth) it is often not 
possible or is prohibitively expensive to foster growth in the particular 
locality e.g. Western New Brunswick. The more promising approach is to 
identify centres of potential growth within the regions of economic 
distress. For example, since the prospects of stimulating growth in 
Western New Brunswick seem dim indeed, but a process of agglomeration 
could doubtless be stimulated in a Saint John conurbation, the most 
promising approach would be to identify metropolitan Saint John as a 
potential growth centre and offer incentives to attract industry to 
locate anywhere in the province at sites of their own choosing, on the 
expectation that most would select the Saint John area. 

No doubt two objections would be raised to this procedure. 
First, New Brunswick residents would protest that industry should be 
moved into the very town where the redundant labor is located. One 
can think of several reasons why this would be the happiest solution; 
but it is assumed that it is either not possible or prohibitively 
expensive. The other difficulty is that there would be very large 
areas of the country within which no subsidy for the attraction of 
industry would be permissible. There might be towns within 200 miles 
of Toronto, for example, which might be identified as regions of 


economic distress. But many growth centres already exist fairly 
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close at hand, to which the redundant labor could move. Accordingly, 

if the necessity for short-distance mobility is accepted, possibly all 
of Southern Ontario or even all of Ontario except for the Lakehead and 
one or two other points, would be excluded from the areas of permissible 
incentives. Similarly, perhaps some entire provinces might be excluded, 
namely, Prince Edward Island, Alberta and British Columbia. It is 
doubtful that these provinces would be willing to accept binding rules 
of behaviour if they interfered with whatever plans they might have for 
accelerating the rate of growth of their province as a whole or of 
altering the structure of their industry. For this reason, the devising 
of ground rules of permissible action would not be a simple matter. It 
would call for an ambitious program of policy formulation jointly by 

all the eleven interested governments. And one of the first matters 

to be resolved would-be the ‘mix! between the attraction of industry 

to regions of inadequate growth and the movement of labor out of these 
regions, across provincial boundaries, to areas of fast growth. The 
slow growth provinces would likely want a maximum of the first alter- 
native and the fast growth provinces and perhaps also the federal 
government, a maximum of the second. 

If such a comprehensive program of joint policy formulation 
were undertaken, it would be necessary, of course, that a division of 
labor between the federal and provincial governments be agreed, and 
this might prove difficult. It could be expected that some provinces 
would want the function of planning for balanced growth to be primarily 
a provincial task, with the federal government standing by to act as 
a catalyst for agreement to prevent conflict between the various pro- 


vincial endeavours and to provide funds and technical assistance for 
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at least the less wealthy provinces. This would require a reversal 

of form by the federal government and opinions would doubtless differ 
concerning whether the arrangement would be optimal. The opposite 
arrangement of the federal government being the prime mover but 
developing the details of programs in consultation with the affected 
province, might not be acceptable to some provinces. And any in~between 
arrangement would likely maximize the likelihood of controversy, and the 
likelihood that the operation of programs would be stalled by the break- 
down of some parts of the administrative machinery. 

It can be argued that the province must be the prime mover in 
economic planning because the tasks and the objectives differ from 
province to province - which in itself is not a decisive consideration 
- and that it is the provincial governments which are sympathetic to 
and, even more to the point, which devise the objectives - which may 
be a decisive consideration. Also, provincial initiative in planning 
is required because provincial instrumentalities may play a vital role 
in the implementation of the plans. At a minimum, the terms on which 
natural resources owned by the Crown in the right of the provinces are 
either leased or sold, must be brought into harmony with the economic 
development plan and perhaps made to play an integral role. Also, 
provincial governments will probably make increasing use of crown 
corporations to achieve their economic policy objectives. The projected 
Quebec steel mill is a case in point. 

Since the provinces are becoming increasingly activist and 
dirigist, it may be assumed that the federal government has in fact 
already been elbowed into a secondary role with the exception of 


providing technical and financial aid to the least wealthy provinces 
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and developing programs primarily for their benefit. And it can be 
argued that the federal government has been remiss in not using 
consultation - let alone recognising co-jurisdiction - to a greater 
extent in the performance of these functions. 

Accordingly, it may be speculated that a potential, serious 
conflict, between the federal and some provincial governments is already 
in the making. As development programs go forward, a province may find 
that tariff measures could perform a useful function. It may be objected 
that a tariff is a form of subsidy hence whatever a tariff can do, an 
alternative form of subsidy can also do. However, the incidence of the 
cost of one form of subsidy differs from that of another. The cost of 
a tariff may be spread over the country while the cost of a continuing 
cash subsidy would fall upon the taxpayers of the province. The diffi- 
culties of divided jurisdiction could become acute. 

This potential problem relating to tariffs is additional to 
the conflict of interests which has already received some public mention. 
In lieu of a provincial voice in tariff policy it has been suggested 
that, when a province suffers from the granting by Canada of a concession 
to other countries, that province should be compensated by concessions 
won from other countries. Surely such a constraint upon tariff nego- 
tiations would freeze the Canadian tariff into its present form. 

The potentiality of conflict over tariff policy is alarming 
because the interests of the various regions are often inherently 
incompatible. It is no accident that tariff matters have given rise 


to some of the bitterest antagonisms between regions in federal countries. 
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One cannot therefore be sanguine that provincial government participation 


in tariff matters would be conducive to harmony. For example, if repre- 


sentatives of the provinces should be brought together to bargain among 
themselves concerning the bargaining position which the federal govern- 
ment should adopt, who would argue the feasibility of the procedure? 
It seems self-evident that the only workable procedure is that the 
federal government be governed by the rule that the interests of each 
person, no matter where he lives in the country, should have equal weight; 
and that action be taken in tariff and other matters whenever the gains 
outweigh. the losses. Even consultation between the federal and each 
of the provincial governments prior to tariff negotiations poses diffi- 
culties. If the concessions granted by Canada to other countries were 
to be substantial, they would inevitably cause some unemployment in 
some regions at least for a time. If consulted, the premier of the 
adversely affected province would be constrained to protest since he 
is regarded as the custodian of the region's interest. Similarly, if 
the concessions were granted to other countries despite his protests, 
he might be constrained to attack the federal government for doing so. 
His political position might require it. 

Finally, by stretching a point, there may be listed as a 
problem of co-ordination, the setting of priorities covering both 
federal and provincial programs and the concomitant division of revenues 
to enable the agreed priorities to be realised. A thorough co-jurisdiction 
approach to this co-ordination problem would require that policy decisions 
be jointly arrived at by the two levels of government not only with respect 
to expenditure programs and the division of revenue sources but also with 


respect to the tax structure. Otherwise some revenue fields may be 
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underutilised and others overutilised. Such an overall approach is 
presumably being followed by the Tax Structure Committee of the Federal- 
Provincial Gonference. | 

In such a procedure, one would expect the matter which would 
be of crucial and pivotal importance would be the criteria by which the 
allocation of expenditure functions between the two government levels 
was to be determined. And one would expect the future unity of the 
nation to be greatly affected by the retention or surrender of the 
federal government's right of initiative to introduce new nation-wide 
expenditure programs which violate the constitutional division of 
functions. If the functions of compelling interest to the public - 
social welfare, education, economic development and coping with the 
social problems of unemployment and underemployment which economic 
change creates - fall to the provinces even though it is accepted that 
the federal government might still act as an overall co-ordinator, it 
would be difficult to be sanguine about an increased sense of unity 
within the country. Economic problems can be met and economic policies 
implemented but it is undeniable that the machinery is immensely more 
complex and cumbersome in a federal country than it is in one with a 
unitary government. On the other hand, our discussion has uncovered 
remarkably few issues in which inherent conflicts of interest either 
between the federal and provincial governments or between different 
provinces are so severe that they are not amenable to resolution 
assuming that all parties so desire and provided that regional interests 
are not made paramount, but rather, are submerged in the preoccupation 
with common interests. On the other hand, if any of the governments 
adopt the enlargement of their spheres of action as an end in itself, 


one finds it difficult to be sanguine about the future. 
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One can always hypothesize procedures whereby co-ordination 
could be effected, harmony made to prevail, and the regions of economic 
distress eliminated. But this would be no more than an exercise in 
describing the most favourable outcome possible. To expect that it 
would happen is quite another matter. Each time this writer ponders 
the problems encountered by the Canadian federation he finds himself 
forced to the conclusion that federalism is an inherently defective 
form of-government which not only creates technical difficulties which 
would not otherwise be present but is also, by its very nature, inimical 
to national unity by giving rise to divisive issues which would not 
otherwise occur. The very machinery of federalism itself creates 
centrifugal forces. Accordingly, rather than exploring the ways by 
which problems created by a decentralisation of functions could be 
overcome, I find myself wishing that we were exploring the appropriate- 
ness of the Ro rernmane a7 structure of the United Kingdom to Canada, 
including the relationship of the government of Northern Ireland to 


the government at Westminster. 
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